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Notice to Readers
This Audit Risk Alert is intended to provide auditors of financial statements of
investment companies with an overview of recent economic, industry, technical,
regulatory, and professional developments that may affect the audits and other
engagements they perform.
This publication is an other auditing publication as defined in AU section
150, Generally Accepted Auditing Standards (AICPA, Professional Standards,
vol. 1). Other auditing publications have no authoritative status; however, they
may help the auditor understand and apply the Statements on Auditing Standards.
If an auditor applies the auditing guidance included in an other auditing publication, he or she should be satisfied that, in his or her judgment, it is both relevant to the circumstances of the audit and appropriate. The auditing guidance
in this document has been reviewed by the AICPA Audit and Attest Standards
staff and published by the AICPA and is presumed to be appropriate. This document has not been approved, disapproved, or otherwise acted on by a senior
technical committee of the AICPA.
Kenneth R. Biser, CPA, MBA
Technical Manager
Accounting and Auditing Publications
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How This Alert Helps You
.01 This Audit Risk Alert (alert) helps you plan and perform your investment company audits. This alert can also be used by an entity's internal
management to address areas of audit concern. This alert provides information to assist you in achieving a more robust understanding of the business,
economic, and regulatory environment in which your clients operate. This alert
is an important tool in helping you identify the significant risks that may result in the material misstatement of financial statements. Moreover, this alert
delivers information about emerging practice issues and current accounting,
auditing, and regulatory developments.
.02 This alert is intended to be used in conjunction with the AICPA Audit
Risk Alert—2007/08 (product no. 022338kk). This alert can be obtained by
calling the AICPA at (888) 777-7077 or going online to www.cpa2biz.com. You
should refer to the full text of accounting and auditing pronouncements as well
as the full text of any rules or publications that are discussed in this alert.
.03 References to Professional Standards. When referring to the professional standards, this alert cites the applicable sections as codified in the
AICPA Professional Standards and not the numbered statements, as appropriate. For example, Statement on Auditing Standards (SAS) No. 54, Illegal Acts by
Clients, is referred to as AU section 317 of the AICPA Professional Standards.

Understanding the Entity and Its Environment and
Assessing the Risks of Material Misstatement
.04 An auditor must obtain a sufficient understanding of the entity and
its environment, including its internal control, to assess the risks of material
misstatement of the financial statements whether due to error or fraud, and to
design the nature, timing, and extent of further audit procedures. An auditor's
understanding of the entity and its environment consists of an understanding
of the following aspects:

r
r
r
r
r

Industry, regulatory, and other external factors
Nature of the entity
Objectives and strategies and the related business risks that may
result in a material misstatement of the financial statements
Measurement and review of the entity's financial performance
Internal control, which includes the selection and application of
accounting policies

.05 The investment companies industry may be subject to specific risks
of material misstatement arising from the nature of the business, the degree
of regulation, or other external forces (for example, political, economic, social,
technical, and competitive forces).
.06 The auditor should obtain an understanding of the entity's objectives
and strategies, and the related business risks that may result in material misstatement of the financial statements. Business risks result from significant
conditions, events, circumstances, actions, or inactions that could adversely affect the entity's ability to achieve its objectives and execute its strategies, or
through the setting of inappropriate objectives and strategies. Just as the external environment changes, the conduct of the entity's business is also dynamic,
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and the entity's strategies and objectives change over time. An understanding
of business risks increases the likelihood of identifying risks of material misstatement. However, the auditor does not have a responsibility to identify or
assess all business risks. Most business risks will eventually have financial
consequences and, therefore, an effect on the financial statements. However,
not all business risks give rise to risks of material misstatement.
.07 After obtaining a sufficient understanding of the entity and its environment, including its internal control, an auditor should identify and assess
the risks of material misstatement at the financial statement level and at the
relevant assertion level related to classes of transactions, account balances, and
disclosures based on that understanding.
.08 Understanding and properly addressing, as necessary, the matters presented in this alert will help you gain a better understanding of your client's
environment, better assess risks of material misstatement of the financial statements, and strengthen the integrity of your audits.

Economic and Industry Developments
The State of the Economy
.09 When planning and performing audit engagements, an auditor should
understand the economic conditions facing the industry in which the client operates. Economic activities relating to factors such as interest rates, consumer
confidence, overall economic expansion or contraction, inflation, and labor market conditions are likely to have an impact on the entity's financial statements
being audited.
.10 The U.S. real gross domestic product (GDP), the broadest measure of
economic activity, measures output of goods and services by labor and property
within the United States and increases as the economy grows. According to the
Bureau of Economic Analysis, GDP increased at an annual rate of 2.9 percent
in 2006, consistent with the pace of growth experienced in 2005 when GDP
increased by 3.1 percent. During the first quarter of 2007, GDP increased by
an annual rate of only 0.6 percent. However, according to second quarter final
estimates, GDP increased at an annual rate of 3.8 percent.
.11 The unemployment rate remained relatively unchanged during 2006,
holding between 4.4 percent and 4.8 percent, with an annual average rate of
4.6 percent representing approximately 7 million people. The 2006 rates represent the lowest annual rate and total number of jobless since 2000, according
to the U.S. Department of Labor, Bureau of Labor Statistics. During the first
half of 2007, the unemployment rate averaged 4.5 percent. These data further
demonstrate the economic growth the United States has experienced since the
beginning of 2006.
.12 After a period of rising rates during the first half of 2006, the Federal
Reserve kept its target for the federal funds rate at 5.25 percent for 10 consecutive meetings (June 2006–August 2007). At that time, the Federal Reserve
indicated future federal fund rate adjustments would likely depend upon the
outlook for economic growth and inflation. Since its August 2007 meeting and in
response to shaky financial market conditions, the Federal Reserve has taken
several action steps. It announced that it would provide reserves as necessary
through the open market to facilitate the orderly functioning of financial markets by promoting trading in the federal funds market at rates close to the 5.25
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percent target rate. On August 17, 2007, it announced that financial market
conditions had deteriorated and tighter credit conditions and increased uncertainty have the potential to restrain economic growth. Then, at its September
meeting, the Federal Reserve decided to lower its target for the federal funds
rate 50 basis points (bp) to 4.75 percent citing increased uncertainty surrounding the economic outlook. The Federal Reserve also decided to decrease the
discount rate 50 bp to 5.25 percent to consistently keep the spread between the
primary credit rate and the target federal funds rate at 50 bp. Auditors should
remain alert to developments in the financial markets and how they may affect
your audit engagements.

Industry Trends and Conditions
Subprime Trends and Events
.13 On May 17, 2007, Ben S. Bernanke, chairman of the Board of Governors
of the Federal Reserve System, commented that the rise in delinquencies among
subprime adjustable rate mortgages was due to several causes. These causes
include rising interest rates, moderate economic growth, decline in the housing
market, and regional economic problems.
.14 Bernanke noted that the practices of several mortgage originators to
loosen underwriting standards contributed to the problems in the subprime
market. As the underlying pace of mortgage originations slowed, the demand
for securities with high-yield rates strengthened and some lenders loosened
underwriting standards. The loosened standards undoubtedly contributed to
defaults occurring within a few months of origination. Bernanke explained that
mortgages sold generally pass a large amount of risk to the investor, rather
than being borne primarily by the company that originated the loan, which
may have contributed to the loosening of underwriting standards. In addition
to weakened standards, incentive structures that tied originator revenue to
the number of loans finalized, rather than the quality of loans made, are also a
cause for concern.
.15 Despite subprime woes, Bernanke indicated that the market had
shown signs of self-correction. While credit spreads on new subprime securities have risen, the volume of subprime-mortgage-backed securities issued
has slowed. That does not mean, however, that the subprime market has evaporated. While some subprime lenders have gone out of business, other entities,
such as hedge funds and investment banks, have started to purchase subprimemortgage-backed securities. Importantly, Bernanke pointed out that the majority of troubled lenders have not been institutions with federally maintained
deposits.
.16 The repercussions of these events continue to be felt in the financial
markets. Liquidity in the market for subprime-mortgage-backed securities has
deteriorated significantly since early July, when the major rating agencies began to downgrade subprime mortgage ratings on a number of issues, including
the increased numbers of delinquencies and foreclosures. Additionally, a number of highly leveraged hedge funds (and other investment vehicles) breached
various borrowing and margin covenants, which resulted in portfolio liquidations both of subprime-asset-backed securities and, at times, other unrelated
investments. Price quotations for subprime-asset-backed securities have become increasingly difficult to obtain and, when obtained, exhibit wide, bid-asked
spreads. Further, actual transactions periodically occur at values significantly
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different from quoted prices, due both to the general market illiquidity and the
presence of distressed sellers.
.17 One major spillover effect of these events has been in the market for
short-term commercial paper, particularly securities backed by various financial assets. Some of this paper, issued by structured investment vehicles (SIVs),
other conduit structures, and hedge funds, was supported, in part, by subprime
mortgage securities. The paper was rated investment grade because the value
of the collateralizing securities was significantly higher than the outstanding
debt. In some cases, the deterioration in the subprime market caused this overcollateralization to be reduced below the levels permitted under the commercial
paper issuance program, resulting in the unexpected extension of maturities or
the repayment of maturing paper through drawdowns on bank lines of credit
because the issuers could not sell new paper on the market. The resulting
uncertainty about these issuers' outstanding commercial paper, and the potential for other issuers to encounter the same difficulties, caused the market for
asset-backed commercial paper to exhibit many of the same signs of illiquidity
apparent in the subprime market. In some cases, issuers who had not breached
covenants, but were perceived as having some of the same risk characteristics
of troubled issuers, had difficulty selling commercial paper. (This broader market illiquidity was one reason for the decrease in the discount rate mentioned
earlier.)
.18 Various money market funds (both registered and unregistered) have
acknowledged investments in troubled paper. They have enhanced their monitoring procedures of differences between net asset value as determined using
amortized cost and market values of securities, as required by Rule 2a-7 under
the Investment Company Act of 1940 or other equivalent regulations.
.19 More generally, these events have caused what has been termed a
repricing of risk in the financial markets. The spreads over riskless rates on
high-yield bonds and loans have increased and there have been reports that
proposed leveraged buyouts of industrial companies have had to accept higher
borrowing costs and stricter financial covenants in order to bring the transactions to completion. Further, it has been reported that several major investment
banks have had significant difficulty selling to third-party interests to complete recent transactions that had lower yields and more generous financial
covenants.
.20 Auditors should be aware of the increased risk posed by current market
conditions and develop or modify audit procedures accordingly. Among other
things, auditors may consider:

r

r
ARA-INV .17

The overall effect on risk of an entity's portfolio of subprime mortgages and related investments (for example, asset-backed commercial paper or high-yield debt or loans). The auditor may consider the entity's internal controls, as well as policies that affect
the management and monitoring of these investments. In particular, the auditor may consider the extent to which the entity
analyzes the collateral supporting various asset-backed securities
and whether the entity has enhanced its monitoring procedures
in light of the deterioration in collateral that has been exhibited.
The increased difficulty of obtaining reliable valuations for certain types of asset-backed securities, given the decrease in market liquidity. Again, the auditor may consider the entity's internal
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r

controls over valuation, in particular the extent to which it monitors valuations obtained from brokers and external pricing services for consistency with its own observations of market conditions, as well as the involvement of valuation committees or other
internal review groups independent of portfolio managers in assessing the day-to-day reasonableness of security valuations and
overriding quotations that appear to be unrepresentative. This is
of equal importance for money market funds that are permitted
to use the amortized cost valuation method only if the results are
not materially different from those obtained by valuing securities
using current market quotations.
The existence of financial covenants within the vehicle and its compliance with those covenants to the extent an investment vehicle
has employed leverage. The auditor may obtain an understanding
of management's ongoing compliance monitoring process. If the
vehicle is no longer in compliance with the covenants, the auditor
should assess the appropriate accounting and reporting implications, including AU section 341, The Auditor's Consideration of an
Entity's Ability to Continue as a Going Concern (AICPA, Professional Standards, vol. 1).

.21 In certain instances, the auditor may need special skills or knowledge to plan and perform auditing procedures for institutions that deal with
subprime-mortgage-backed securities. AU section 332, Auditing Derivative Instruments, Hedging Activities, and Investments in Securities (AICPA, Professional Standards, vol. 1) states that for some derivatives and securities, generally accepted accounting principles (GAAP) may prescribe presentation and
disclosure requirements. Furthermore, AU section 332 advises the auditor to
consider the form, arrangement, and content of the financial statements (including the notes) when evaluating the adequacy of presentation and disclosure.
Auditors may also consider using a specialist when determining how to audit
an entity that deals in derivatives. AU section 336, Using the Work of a Specialist (AICPA, Professional Standards, vol. 1) provides guidance on the use of
a specialist during an engagement.

Impact on Investment Companies
.22 As a result of the conditions in the subprime markets, several business
and accounting issues arise, many of which relate to the measurement of the
fair value of securities in the current illiquid market and the devaluation of commercial paper or other securities in money market funds or held as collateral
for security lending transactions. Moreover, pricing services, such as Interactive
Data Pricing and Reference Data, have issued press releases to inform users
that they are experiencing difficulties in obtaining a typical amount of consistent market information in the production of valuations of subprime-related
securities. Therefore, certain investment companies have enhanced their procedures to respond to these issues including, among other things, more frequent
shadow pricing in money market funds and close monitoring of the portfolios
for exposure to these markets and the associated valuations of these securities.
.23 Accordingly, auditors should consider the procedures and controls put
in place by management to identify problem credits and pricing concerns; validate the reliability of pricing or institute fair-value procedures, or both, if necessary; monitor the collectibility of accrued income; and modify reporting and
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disclosures based on the exposure of these markets in their funds. Auditors
should also consider the need to enhance audit procedures to ensure prices
obtained from pricing services are reasonable, including the use of multiple
pricing sources or valuation experts to review any pricing models or fair value
methodologies put in place, or both. Auditors' procedures need to be flexible to
respond to changes in the market conditions.

Beyond Subprime
.24 There is growing speculation that the problems and risks associated
with subprime mortgages may spread to other financial transactions. According to a June 25, 2007 article in the Wall Street Journal, entitled "Beyond Subprime, Risks Abound," the bond market is one industry that is already feeling
the pressure from subprime mortgages. According to Emerging Portfolio Fund
Research Global, investors pulled more than $1 billion out of high-yield bond
funds in the two weeks leading up to the June 2007 article. Another concern
is the way adjustable rate mortgages will react as subprime woes continue to
trickle down the mortgage industry.

Legislative and Regulatory Developments
SEC Division of Investment Management Responds to Fund’s Use
of Rule 22c-2 Information for Marketing Purposes
.25 The Securities and Exchange Commission (SEC) Division of Investment Management recently responded to funds use of Rule 22c-2 information
for marketing purposes. Rule 22c-2, adopted by the SEC in 2005 and amended
in 2006, requires financial intermediaries to provide certain shareholder identity and trading information to investment companies for the purpose of monitoring prohibited market-timing trading activity. The rule became effective
October 16, 2007. In general, the privacy rules under the Gramm-Leach-Bliley
Act require financial institutions, including investment companies, to provide
consumers with notice and an option to opt out before institutions are permitted to share nonpublic consumer information with intermediaries. There
are two exceptions to the rule: processing and servicing transactions made at
the consumers' request and complying with applicable legal requirements. The
use of any Rule 22c-2 information obtained by investment companies under an
exception is limited to the specified purpose. The SEC reminded investment
companies that use of the information for other purposes is expressly forbidden
under the Gramm-Leach-Bliley Act's privacy rules, unless the intermediaries'
consumers have been given notice and the opportunity to opt out of the information sharing process. The SEC's statement is available at www.sec.gov/divisions/
investment/guidance/ici082107.pdf.

SEC Adopts New Fund of Funds Rules Under the Investment
Company Act of 1940
.26 In June 2006, the SEC issued final amendments to rules adopted under
Section 12(d) of the Investment Company Act of 1940 (the 1940 Act). New
Rules 12d1-1, 12d1-2, and 12d1-3 became effective July 31, 2006 and, among
other things, permit the adoption of cash-sweep arrangements in which a fund
may invest available cash in a money market fund, permit a fund investing in
other affiliated funds also to hold direct investments in any other securities,
and broaden limits on sales loads charged by a registered fund investing in
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shares of other funds that themselves are subject to sales loads. The SEC also
adopted amendments to Forms N-1A, N-2, N-3, N-4, and N-6, effective with new
registration statements filed on or after July 31, 2006 and annual updates to
registration statements filed on or after January 1, 2007, to require disclosure
of expenses of acquired funds that investors in an acquiring fund will bear
indirectly. See SEC Release No. 33-8713 under the Securities Act of 1933 and
Release No. IC-27399 under the 1940 Act for more information. The required
registration statement expense disclosures do not affect the presentation of
expenses or expense ratios in financial statements.
.27 In May 2007, the SEC Division of Investment Management staff released guidance, in a question-and-answer format, about certain issues raised
in connection with the disclosure amendments referred to above. These responses can be obtained from the SEC's Web site at www.sec.gov/divisions/
investment/guidance/fundfundfaq.htm.

New Rules Permitting SEC Enforcement Action for Fraud by
Advisers to Unregistered Investment Vehicles
.28 In August 2007, the SEC adopted a new rule under the Investment
Advisers Act of 1940 prohibiting advisers for pooled investment vehicles from
making false or misleading statements to, or otherwise defrauding, investors or
prospective investors in those vehicles. The SEC would be able to bring action
under these rules even if the adviser or the pool was not registered with the
SEC. The intent of the rule was to clarify the SEC's ability to bring enforcement actions against advisers for defrauding investors or prospective investors
in light of a 2006 court decision overturning rules that would have required
registration with the SEC of certain advisers to unregistered investment pools.
In that decision, the court ruled that, for purposes of the Investment Advisers
Act, the term "client" referred to the pool, not the investors in the pool, making it unclear whether the SEC's jurisdiction extended to fraud against pool
investors.

Data Tagging of Prospectus Risk/Return Summary Information
.29 In July 2007, the SEC adopted rule amendments to extend its current program to voluntarily submit financial information tagged in eXtensible
Business Reporting Language (XBRL) format to the risk/return information
contained in mutual fund prospectuses. The risk/return summary data may be
filed by any mutual fund without SEC preapproval simply by submitting the
information in the required manner as an attachment to the related filing on
the SEC's Electronic Data Gathering, Analysis, and Retrieval (EDGAR) system. The goal of this amendment was, as stated in the SEC's adopting release,
to "help to streamline the delivery of mutual fund information and provide investors, analysts, and others with improved tools to compare funds based upon,
among other things, costs, investment objectives, strategies, and risks." The
amendments became effective August 20, 2007. The release is available from
the SEC's Web site at www.sec.gov/rules/final/2007/33-8823.pdf.

Short Selling Amendments
.30 In August 2007, the SEC issued a final rule Amendments to Regulation
SHO, (Release No. 34-56212), which amends the regulation of the same name.
The amendments are intended to reduce the number of persistent fails to deliver
certain equity securities by eliminating the grandfather provision of Regulation
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SRO. Additionally, the SEC is also amending the close-out requirement of the
regulation that a seller is "deemed to own" (related principally to securities at
one time subject to SEC Rule 144). Lastly, the amendments update the market
decline limitation referenced in the regulation. This final rule became effective
October 15, 2007.
.31 During the same time, the SEC adopted amendments to Regulation M
(Release No. 34-56206) to further safeguard the integrity of the capital-raising
process and protect issuers from manipulative activity that can reduce an issuer's offering proceeds and dilute security-holder value. The amendments are
designed to eliminate the covering element of the former rule in order to prevent
strategies designed to conceal the covering of short sales with offered securities
in the restricted period surrounding an offering. This final rule became effective
October 9, 2007.

Reporting Emphasis-of-a-Matter Paragraph
.32 As a general rule, the more complex or illiquid the investments, the
greater the inherent uncertainty in their fair value and the more likely fair values are to be based on management's estimates. As the inherent uncertainty in
the estimate increases, as well as the significance of such investments to the financial statements, auditors may consider inclusion of an emphasis-of-a-matter
paragraph in the auditors' report, such as the following example provided in Alternative Investments Audit Considerations: A Practice Aid for Auditors, issued
by the AICPA in 2006, tailored for the specific facts and circumstances:
"As explained in note X, the financial statements include investments
valued at $ _______(____percent of net assets), whose fair values have been
estimated by management in the absence of readily determinable fair
values. Management's estimates are based on information provided by
the fund managers or the general partners."
.33 As noted in the practice aid, "An emphasis of matter paragraph is not
used to introduce information to the financial statements and neither replaces
any required financial statement note disclosure nor reduces the required audit
evidence needed to support an unqualified opinion. Such paragraphs are never
required and are included solely at the auditor's discretion. The above emphasis
of matter paragraph would be consistent with GAAP disclosures made in the
financial statements."
.34 A question has arisen as to the extent the auditor could include an
emphasis-of-a-matter paragraph in a filing with the SEC when a registrant
had invested in alternative investments subject to the practice aid's scope. The
SEC has confirmed that they will emphasis-of-a-matter paragraph paragraph
as an element of an unqualified opinion on financial statements. An emphasis
of matter paragraph is considered unqualified and should not be used in circumstances where a qualified opinion, or disclaimer of opinion due to a scope
limitation, is otherwise appropriate. SEC Accounting Series Release No. 118
(Financial Reporting Practices No. 404.03.e) appeared to permit the use of
such an emphasis paragraph, at least for filings with the SEC's Division of
Investment Management; however, this release, issued in 1970, presented the
emphasis paragraph as a subject to opinion, which was subsequently prohibited
under generally accepted auditing standards (GAAS).
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Financial Industry Regulatory Authority—A New
Regulatory Organization
.35 Effective July 30, 2007, the regulatory arms of the National Association of Securities Dealers (NASD) and the New York Stock Exchange (NYSE)
have merged into an agency named Financial Industry Regulatory Authority
(FINRA). The creation of FINRA affects many different aspects of the securities industry, such as education, examinations, and registration of securities.
FINRA is also dedicated to investor protection and market integrity through effective and efficient regulation and complementary compliance and technologybased services. For more information on FINRA, please visit their Web site at
www.finra.org.

Agencies Release Revised Bank Secrecy Act/Anti-Money
Laundering Examination Manual
.36 On August 24, 2007, the Federal Financial Examination Council released the revised Bank Secrecy Act/Anti-Money Laundering (BSA/AML) Examination Manual (manual). The revised manual reflects the commitment of
federal and state banking agencies and the Financial Crimes Enforcement Network to provide consistent guidance on risk-based policies, procedures, and
processes for banking organizations to comply with the BSA and safeguard
operations from money laundering and terrorist financing. The 2007 edition
clarifies supervisory expectations since the July 28, 2006 update.

Concept Release on Allowing U.S. Issuers to Prepare
Financial Statements in Accordance with International
Financial Reporting Standards
.37 In August 2007, the SEC published the Concept Release on Allowing U.S. Issuers to Prepare Financial Statements in Accordance with International Financial Reporting Standards (available at www.sec.gov/rules/
concept/2007/33-8831fr.pdf) to obtain information about the extent and nature
of the public's interest in allowing U.S. issuers of financial statements, including investment companies subject to the Investment Company Act of 1940, to
prepare financial statements in accordance with International Financial Reporting Standards (IFRS) as published by the International Accounting Standards Board (IASB), while still complying with the rules and regulations of the
SEC.
.38 Currently, U.S. issuers prepare their financial statements in accordance with GAAP. Under GAAP, there are some very unique disclosure requirements for investment company financial statements. For example, Regulation S-X contains specific disclosure requirements for investment companies
that have investments in unaffiliated issuers, investments in affiliates, securities sold short, open option contracts written, and investments other than
securities.1 Rule 6-05 of Regulation S-X permits investment companies to include a Statement of Net Assets in lieu of the balance sheet if at least 95 percent
of the investment company's total assets are represented by investments in
securities of unaffiliated issuers. The nonfinancial statement portion of an investment company's shareholder report may require disclosures that are based
1
See Rules 12-12 through 12-14 of Regulation S-X [17 CFR 210.12-12, 12-12A, 12-12B, 12-12C,
12-13 and 12-14.]
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on financial statement information. For example, investment companies must
include an expense table and a graphical representation of holdings.2 Differences between IFRS and GAAP often result in different financial statement
presentations. For example, IFRS do not require a schedule of investments
or financial highlights; however, GAAP requires this information as part of
an investment company's financial statements. Another example, the IFRS do
not provide an exemption from consolidation of subsidiaries in an investment
company, whereas GAAP provides exemptions from consolidating subsidiaries
in certain areas, which could result in different treatment for master-feeder
funds.3
.39 In July 2007, the SEC proposed to accept financial statements from
foreign private issuers prepared in accordance with IFRS as published by the
IASB without reconciliation to GAAP. To implement this, the SEC proposed to
amend Form 20-F and change Regulation S-X to accept financial statements
prepared in accordance with the English language version of IFRS, as published by the IASB without reconciliation to GAAP. In light of the ongoing convergence efforts of the IASB and the Financial Accounting Standards Board
(FASB) and the movement outside the United States towards accepting financial statements prepared in accordance with IFRS, the SEC was seeking input
on the concept release regarding the role of IFRS as published by the IASB as
a basis of financial reporting in the U.S. public capital market by U.S. issuers.
Comments were due November 13, 2007.

SEC Staff Reviews of Financial Statements
.40 Disclaimer: A summary of financial statement review comments issued by the SEC Staff (the staff) to investment company registrants and other
guidance related to issues encountered by SEC registrants follows. These comments were compiled by the AICPA Investment Companies Expert Panel and
have not been approved or endorsed by the SEC or its staff.
.41 Receivables from advisors. The staff noted instances when amounts
due to the fund from its investment advisor or other related party are not
settled in a timely manner. The staff expects the receivable balance to settle
with the same frequency as the advisor receives its fees (typically monthly).
The staff also expects receivable balances from other related parties to settle
in a similar manner. The staff expressed concern that some advisors may not
have the ability to settle large outstanding receivable balances on the fund's
books. The fund should not consider the receivable balance collectible to the
extent that collection of some of the amount may be in doubt.
.42 Fund marketing materials. The staff expressed concern about instances when fund marketing materials on the registrant's Web site are not
consistent with information submitted in SEC filings, such as registration or
financial statements.
.43 Expense recaptures and investment companies registered under the
Investment Company Act of 1940. The staff noted some instances when registered funds inappropriately recaptured expenses that were previously waived
2

See Items 22(d)(1) and (2) of Form N-1A.
A master-feeder fund is a two-tiered arrangement in which one or more feeder funds hold shares
of a single "master" fund in accordance with Section 12(d)(1)(E) of the Investment Company Act of
1940.
3
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or reimbursed. For example, assume a fund with a December 31 fiscal period
establishes an expense cap of 50 bp for the period from January 1 through June
30. Effective July 1, the fund increases it expense cap to 100 bp and applies
the revised cap through December 31. It would be inappropriate for a fund to
record expenses during the period from July 1 to December 31, that relate to
the period prior to June 30 as a result of the rate of actual expenses being incurred being less than 100 bp, but greater than 50 bp. The staff believes that
all expenses and waivers need to be tracked separately. The staff also believes
that recapture between different expense cap thresholds is inappropriate.
.44 Overaccrual of distribution fees. Distribution fees (otherwise known
as 12b-1 fees) are fees paid by the fund out of fund assets to cover the costs of
distribution and shareholder service expenses. The term 12b-1 fees is derived
from the SEC rule that permits such payments. A 12b-1 plan may be established as a fee payable by the fund, based on an annual percentage of the fund's
average net assets (a compensation plan) or based on an annual percentage of
the fund's average net assets limited to actual costs incurred, after deducting
contingent deferred sales loads received by the distributor (a reimbursement
plan). Therefore, a compensation plan differs from a reimbursement plan because the latter provides for annual or cumulative limits on fees paid. Fees for
both kinds of plans are treated as expenses in a fund's statement of operations.
.45 During an examination by the Office of Compliance Inspections and
Examinations, the staff noted that a registrant had implemented a reimbursement 12b-1 plan, but had recorded distribution expenses in excess of the amount
required to reimburse the distributor for the costs of distribution. As a result
of this accrual, the net asset value per share was understated by the amount
in excess of the amount required for reimbursement. It is incumbent on the
fund and its distributor to have sufficient controls and procedures established
to ensure the fund would not be charged an amount in excess of that due under
the plan.
.46 Failure to keep books and records and support investment valuations.
The SEC took enforcement action against a closed-end management investment company for violation of record keeping and internal control provisions of
federal securities laws. The enforcement action was brought against the company because of failure to value certain securities in its private finance portfolio
for which market quotations were not readily available. Because the company
did not make or maintain books, records, and accounts in reasonable detail,
they could not support or fairly reflect portfolio valuations. In addition, the
company's internal controls failed to provide a reasonable assurance that the
company valued these securities in accordance with GAAP.
.47 The company did not provide its board of directors with sufficient contemporaneous valuation documentation during the quarterly valuation processes. In some circumstances, investment values were listed on worksheets
without explanation of necessary inputs or calculations. In other instances,
the company changed key assumptions, valuation methods, or both when compared to prior periods without any documentation supporting such change.
Finally, the company did not maintain, in reasonable detail, written documentation to support the value of certain portfolio investments that had gone into
bankruptcy.
.48 Registrants should devise and maintain a system of internal controls
sufficient to provide a reasonable assurance that recorded valuations comply
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with applicable securities laws and are consistent with GAAP. This includes
periodically providing an entity's board of directors with appropriate documentary evidence to facilitate the determination of fair value of portfolio securities.
.49 Expense tables and capitalization tables in the multifund mergers involving two or more target funds. Item 3 of Form N-14 requires the registration
statement of merging investment companies to include a table showing the current fees for the registrant and the company being acquired and any pro forma
fees, if different, for the registrant after giving effect to the transaction. Item 4
of Form N-14 requires that the registrant furnish existing and pro forma capitalization amounts. Historically, registrants have disclosed multiple fee tables
and capitalization tables for all combinations. Disclosing every combination of
pro forma fee tables and capitalization tables may be voluminous and difficult
for shareholders to understand. If registrants believe that alternative presentations of fee tables and capitalization tables are warranted, the staff recommends
that registrants consult their examiner.
.50 Periods presented for depositors filing financial statements prepared in
accordance with statutory accounting principles contained in insurance product
registration statements. Items 23, 24, and 28 of Forms N-3, N-4, and N-6 permit
depositors to file financial statements prepared in accordance with statutory
accounting principles in lieu of GAAP if the depositor has no other reason to
prepare GAAP financial statements except for use in its registration statement
(the Statutory Exception). The instructions pertaining to depositor financial
statements require depositors to include financial statements and schedules
required by Regulation S-X. Rule 3-02, Consolidated Statements of Income and
Changes in Financial Position of Regulation S-X, requires, among other things,
audited consolidated statements of income and cash flows for each of the last
three fiscal years. However, the staff discovered that some depositors, relying
on the Statutory Exception, presented these statements and the statements of
changes in capital and surplus for two years in their annual updates to the
insurance products registration statement. The staff reminds registrants that
Rule 3-02 of Regulation S-X applies equally to all depositors, regardless of the
basis of accounting used to prepare the depositor's financial statements. Depositors relying on the Statutory Exception are required to include statements of
income, cash flows, and changes in capital and surplus for the last three years
when updating their registration statements.

Audit and Attestation Issues and Developments
Report on Internal Control Required by
the SEC Under Form N-SAR
.51 The Public Company Accounting Oversight Board (PCAOB) adopted
Auditing Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial Statements (AICPA, PCAOB
Standards and Related Rules, Rules of the Board, "Standards"), which was then
approved by the SEC on July 25, 2007. Aspects of guidance in this standard
also apply to the consideration of internal controls in financial-statement-only
audits of issuers subject to PCAOB standards. Such consideration should
include the review, study, and evaluation of the financial reporting information system and internal control over financial reporting, including control
activities for safeguarding securities, as required by the instructions for Form
N-SAR. Among other things, Auditing Standard No. 5 modified the definitions
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of material weakness and significant deficiency to be used in the audits of
issuers' financial statements under PCAOB standards. The Form N-SAR report
should reflect any material weaknesses present as of the fiscal year-end date.
While Auditing Standard No. 5 is effective for reports issued for fiscal years
ending after November 15, 2007, independent registered public accounting
firms are encouraged to apply it immediately, since Auditing Standard No. 5
guidance can be used for reports due on or after August 27, 2007. A copy
of the N-SAR letter is posted at the following Web site: thecaq.aicpa.org/
Resources/Auditing/Investment+Companies+Expert+Panel+Issues+Revised+
N-SAR+Letter.

Investment Company Technical Practice Aids
.52 Recently, the AICPA issued four Technical Practice Aid (TPA) Technical Questions and Answers (TIS) related to investment companies. TIS sections
6910.21–.24 present answers to various questions that auditors may have when
conducting an audit of financial statements of investment companies. Recognition of premiums and discounts on short positions in fixed-income securities,
presentation of reverse repurchase agreements, accounting treatment of offering costs incurred by investment partnerships, and the meaning of "continually
offer interests" are covered in these questions and answers. Additional information is available at www.aicpa.org/download/acctstd/final_IC_TPAs.pdf.

Alternative Investments—Audit Considerations
.53 Due to the risk of misstatement inherent with alternative investments,
the Audit Issues Task Force of the Auditing Standards Board (ASB) established
the Alternative Investments Task Force. This task force was charged with providing additional guidance to auditors of investor entities as to how the auditor may obtain sufficient and appropriate audit evidence in order to conclude
that financial statements are free of material misstatement. The Alternative
Investments Task Force developed and issued a technical practice aid, entitled Alternative Investments Audit Considerations: A Practice Aid for Auditors,
which provides guidance on:

r
r
r
r

General considerations pertaining to auditing alternative investments
Addressing management's financial statement existence assertion
Addressing management's financial statement valuation assertion
Management representations

.54 For more information, please visit www.aicpa.org/Professional+
Resources/Accounting+and+Auditing/Audit+and+Attest+Standards/Practice+
Aids+and+Tools/alternative_investments.

Accounting Issues and Developments
Fair Value Measurements
Financial Accounting Standards Board Statement No. 157
.55 In September 2006, the Financial Accounting Standards Board (FASB)
issued FASB Statement No. 157, Fair Value Measurements, to provide enhanced
guidance for using fair value to measure assets and liabilities. This standard
defines fair value and expands disclosures about fair value measurements. The
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standard applies whenever other standards require (or permit) assets or liabilities to be measured at fair value. The standard does not expand the use of fair
value in any new circumstances.
.56 Prior to this statement, there were different definitions of fair value
and guidance for applying those definitions was dispersed among many accounting pronouncements. Differences in the existing guidance created inconsistencies that added to the complexity in applying GAAP. FASB Statement No. 157
provides increased consistency and comparability in fair value measurements.
Expanded disclosures about the use of fair value to measure assets and liabilities should provide users of financial statements with better information about
the use of fair value in financial statements, the inputs used to develop the
measurements, and the effect of the measurements on earnings (or changes in
net assets) for the period. The statement is effective for financial statements
issued for fiscal years beginning after November 15, 2007, and interim periods
within those fiscal years. Early adoption is permitted. Readers can access the
full text of FASB Statement No. 157 on the FASB Web site at www.fasb.org.
.57 Some of the issues faced by investment companies for implementing
FASB Statement No. 157 are that:

r
r
r
r

Investment companies must obtain necessary information from
pricing services and dealers to understand the inputs used in determining fair values, so that the investment company may properly categorize such valuations in Level 1, 2, or 3.
Investment companies may no longer use block discounts upon
the adoption of FASB Statement No. 157.
The preparer must determine whether restrictions are entity- or
security-specific for purposes of determining whether a related
discount is appropriate (discounts are only appropriate if the restriction is an attribute of the security).
An investor's proportionate share of the net asset value of an investment company may not represent fair value under the guidance in FASB Statement No. 157. An investor may need to consider
other rights or obligations attached to his or her investment in the
investment company (for example, liquidity restrictions) that may
impact a market participant's determination of fair value in a negotiated transaction.

.58 Once an entity adopts FASB Statement No. 157, the SEC staff believes
that N-Q filings made by registered investment companies should include disclosures required by FASB Statement No. 157. Inclusion of the disclosures in
fund N-Q filings will enhance the ability of financial statement readers to compare the liquidity of the fund investments from quarter to quarter and will
provide meaningful background information about fund holdings.

FASB Statement No. 159
.59 Subsequent to the issuance of FASB Statement No. 157, the FASB issued FASB Statement No. 159, The Fair Value Option for Financial Assets and
Financial Liabilities—Including an amendment of FASB Statement No. 115.
This statement is expected to expand the use of fair value measurement, which
is consistent with the FASB's long-term measurement objectives for accounting
for financial instruments. FASB Statement No. 159 allows entities to choose to
measure many financial instruments and certain other items at fair value. The
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statement permits an entity to elect the fair value option on an instrument-byinstrument basis and, once the election is made, it is irrevocable. This statement's objective is to improve financial reporting by providing entities with an
opportunity to mitigate volatility in reported earnings caused by measuring
related assets and liabilities differently without having to apply complex hedge
accounting provisions. In addition, FASB Statement No. 159 establishes presentation and disclosure requirements designed to facilitate comparisons between
entities that choose different measurement attributes for similar types of assets and liabilities. The statement does not eliminate disclosure requirements
included in other accounting standards, such as the requirements for disclosures about fair value measurements included in FASB Statement No. 107,
Disclosures about Fair Value of Financial Instruments, and FASB Statement
No. 157.
.60 FASB Statement No. 159 is effective as of the beginning of an entity's first fiscal year that begins after November 15, 2007, with early adoption permitted, provided the entity also elects to apply the provisions of FASB
Statement No. 157. The choice for early adoption should be made within 120
days of the beginning of the fiscal year of adoption (by April 2007 for calendaryear-end entities), provided the entity has not yet issued financial statements,
including required notes to those financial statements, for any interim period of the fiscal year of adoption. The FASB and SEC have expressed concern in the way some early adopters have applied the transition provisions of
the standard. The AICPA Center for Audit Quality (CAQ) issued an alert on
this development in April 2007. The alert advises auditors to exercise appropriate professional skepticism when evaluating if a principles-based standard
such as this is applied in a good faith manner consistent with those objectives
and principles. Specifically, the alert warns auditors to "be alert for circumstances in which an entity proposes to adopt FAS 159 in a manner that is contrary to the principles and objectives outlined in the standard." The alert can
be accessed at www.thecaq.org/newsroom/pdfs/CAQPressRelease_041807a.pdf.
Readers can access the full text of FASB Statement No. 159 on the FASB Web
site at www.fasb.org.

Statement of Position 07-1, Clarification of the Scope of the Audit
and Accounting Guide Investment Companies and Accounting by
Parent Companies and Equity Method Investors for Investments in
Investment Companies
.61 In June 2007, the Accounting Standards Executive Committee (AcSEC) issued Statement of Position (SOP) 07-01, Clarification of the Scope of
the Audit and Accounting Guide Investment Companies and Accounting by
Parent Companies and Equity Method Investors for Investments in Investment
Companies. This SOP provides guidance for auditors when trying to determine whether an entity is within the scope of the AICPA Audit and Accounting Guide, Investment Companies. In addition, the SOP also modifies FASB
Emerging Issues Task Force (EITF) Issue No. 85-12 by establishing conditions
for the retention of investment company accounting by parent companies in
consolidation with equity-method investors and requiring various disclosures
if investment company accounting is retained. The SOP is effective for fiscal
years beginning on or after December 15, 2007, with earlier application encouraged. (Note: Readers should be advised that FASB is considering delaying
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the effective date of SOP 07-01. Readers should consult the FASB Web site for
further information.)
.62 AcSEC has proposed a set of nonauthoritative TPAs intended to clarify
various issues found in SOP 07-01. Readers should monitor the progress of these
practice aids as they are expected to be finalized prior to the effective date of
the SOP.

FASB Interpretation No. 48
.63 FASB Interpretation No. (FIN) 48, Accounting for Uncertainty in Income Taxes—an interpretation of FASB Statement No. 109, clarifies the accounting for uncertainty in income taxes recognized in an enterprise's financial
statements in accordance with FASB Statement No. 109, Accounting for Income
Taxes. This interpretation prescribes a recognition threshold and measurement
attribute for the financial statement recognition and measurement of a tax position taken or expected to be taken in a tax return. This interpretation provides
guidance on derecognition, classification, interest and penalties, accounting in
interim periods, disclosure, and transition.
.64 The evaluation of a tax position in accordance with this interpretation
is a two-step process. The first step is recognition. The enterprise determines
whether it is more likely than not that a tax position will be sustained upon
examination, including resolution of any related appeals or litigation processes,
based on the technical merits of the position. In evaluating whether a tax position has met the more-likely-than-not recognition threshold, the enterprise
should presume that the position will be examined by the appropriate taxing
authority that would have full knowledge of all relevant information. The second step is measurement. A tax position that meets the more-likely-than-not
recognition threshold is measured to determine the amount of benefit to recognize in the financial statements. The tax position is measured at the largest
amount of benefit that is greater than 50 percent likely of being realized upon
ultimate settlement.
.65 Differences between tax positions taken in a tax return and amounts
recognized in the financial statements will generally result in one of the following:
a. An increase in a liability for income taxes payable or a reduction of
an income tax refund receivable
b. A reduction in a deferred tax asset or an increase in a deferred tax
liability
c. Both (a) and (b)
.66 An enterprise that presents a classified statement of financial position should classify a liability for unrecognized tax benefits as current to the
extent that the enterprise anticipates making a payment within one year or
the operating cycle, if longer. An income tax liability should not be classified
as a deferred tax liability unless it results from a taxable temporary difference
(that is, a difference between the tax basis of an asset or a liability as calculated
using this interpretation and its reported amount in the statement of financial
position). This interpretation does not change the classification requirements
for deferred taxes.
.67 Tax positions that previously failed to meet the more-likely-than-not
recognition threshold should be recognized in the first subsequent financial
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reporting period in which that threshold is met. Previously recognized tax positions that no longer meet the more-likely-than-not recognition threshold should
be derecognized in the first subsequent financial reporting period in which that
threshold is no longer met. Use of a valuation allowance as described in FASB
Statement No. 109 is not an appropriate substitute for the derecognition of a tax
position. The requirement to assess the need for a valuation allowance for deferred tax assets based on the sufficiency of future taxable income is unchanged
by this interpretation.

FASB Staff Position FIN 48-1, Definition of Settlement in FIN 48
.68 On May 2, 2007, the FASB issued FASB Staff Position (FSP) FIN 48-1,
Definition of Settlement in FIN 48. This FSP amends FIN 48 to provide guidance
on how an enterprise should determine whether a tax position is effectively
settled for the purpose of recognizing previously unrecognized tax benefits.
.69 The FSP amends FIN 48 to clarify that a specific tax position could
be considered effectively settled for a particular tax year upon conclusion of
an examination by a taxing authority, the entity does not intend to challenge
any aspect of a position included in the examination, and it is remote that the
authority would examine or re-examine any aspect of the tax position, even if
the particular tax position was not examined in that year. Assessing whether
a tax position is effectively settled is a matter of judgment. When making a
settlement determination, an enterprise should make a position-by-position
assessment for all positions in a particular tax year. The FSP, however, makes
it clear that effective settlement of a position in a year that has been examined
does not result in effective settlement of similar or identical positions in periods
that have not been examined.
.70 The guidance outlined in the FSP shall be applied upon the initial
adoption of FIN 48. An enterprise that applied FIN 48 in a manner consistent
with the provisions of this FSP would continue to apply the provisions in this
FSP from the date of initial adoption of FIN 48. An enterprise that did not apply
FIN 48 in a manner consistent with this FSP is required to retrospectively apply
the provisions in this FSP to the date of the initial adoption of FIN 48.

SEC Division of Investment Management Staff FIN 48
Implementation Guidance
.71 On December 22, 2006, the staff of the SEC's Division of Investment
Management issued a letter to the Investment Company Institute on the implementation of FIN 48 by registered investment companies. In that letter, the
staff made the following observations:

r

r

The staff expressed its belief that FIN 48 "places [no] limits on
the type of evidence that an enterprise can look to in making its
determination of the technical merits of a tax position," and that a
registered investment company may consider "less formal forms of
guidance from [a] taxing authority," weighing "all available forms
of evidence based on their persuasiveness."
The staff also observed that "the administrative practices and
precedents of [a] taxing authority should be considered in the
fund's analysis" as to whether a tax position meets FIN 48's
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r

recognition threshold, including any practice, to the extent such
exists, of addressing industry taxation issues on a prospective basis.
The staff further stated that it would not object to a registered investment company implementing FIN 48 for purposes of its computation of net asset value (NAV) "as late as its last NAV calculation in the first required financial statement reporting period for
its fiscal year beginning after December 15, 2006." For example,
the staff noted that a fund with a December 31 fiscal year end
could implement FIN 48 no later than its June 29, 2007 NAV calculation, which is the last calculation immediately preceding the
first semiannual period for which the fund would be required to
file complete financial statements on Form N-CSR. This deferral
relates only to NAV computations and does not affect the financial
statement implementation date prescribed by FIN 48.

.72 Separately, on June 28, 2007, the Division of Investment Management
staff responded to a request for two specific additional clarifications submitted
by several investment company complexes as follows:

r

r

The staff expects the guidance of FIN 48, not the standard for
recognizing contingent liabilities stated in FASB Statement No. 5,
Accounting for Contingencies, to be applied in the determination of
daily net asset values for purposes of share transactions. The staff
further noted that, while it would not expect an issue to be fully
evaluated within a single business day, it also would not establish
a "safe harbor" minimum number of days for evaluation. Rather,
it expects investment companies to apply "reasonable diligence"
in gathering information and subsequently evaluating uncertain
tax positions that may be identified, with interim net asset value
determinations to be based on management's best judgment based
on information available at the time.
In certain instances, advisers or other third parties have indemnified funds for exposures to tax uncertainties that have been or may
be asserted by taxing authorities. The staff stated that a past practice of indemnification alone was an insufficient basis to record a
potential reimbursement for uncertainties that may be identified
under FIN 48; rather, a written reimbursement agreement was required. However, the staff also observed that the indemnification
may be recognized (and derecognized upon "effective settlement")
to the same amount and extent as a liability related to the uncertain tax position is recorded under FIN 48.

.73 To help financial statement preparers, auditors, and tax advisers meet
this new requirement, the AICPA developed a Practice Guide on Accounting for
Uncertain Tax Positions Under FIN 48. Tax positions can only be recognized if
they meet a more-likely-than-not threshold of being realized if challenged by a
taxing authority with full knowledge of the facts. If this level of certainty is not
met, no tax benefit can be recorded and, even if it is met, only the amount that
has a greater than 50 percent chance of being sustained may be booked. Specific
financial statement disclosures are required with respect to uncertain tax
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positions. The practice guide includes highlights of FIN 48 and its implications
for in-house accountants, auditors, and tax advisers. It is not authoritative, but
intended to assist members in quickly understanding the requirements of FIN
48. The practice guide is available without charge to all AICPA members. For
more information please visit the AICPA Web site at tax.aicpa.org/Resources/
Professional+Standards+and+Ethics/Practice+Guide+on+Accounting+for+
Uncertain+Tax+Positions+Under+FIN+48.htm.

Employee Benefit Plan-Related Technical Practice Aids
.74 The AICPA Staff and Employee Benefit Plan Expert Panel issued three
employee-benefit-plan-related TPAs to provide guidance in implementing FASB
FSP AAG INV-1 and SOP 94-4-1, Reporting of Fully Benefit-Responsive Investment Contracts Held by Certain Investment Companies Subject to the AICPA
Investment Company Guide and Defined-Contribution Health and Welfare and
Pension Plans. The TPAs are:

r
r
r

TIS section 6931.08, "Types of Investments Subject to SOP 94-4,
as Amended by FSP AAG INV-1 and SOP 94-4-1"
TIS section 6931.09, "Financial Statement Presentation When a
Plan Invests in a Common Collective Trust Fund or in a Master
Trust That Holds Fully Benefit-Responsive Investment Contracts"
TIS section 6931.10, "Financial Statement Disclosure Requirements When a Plan Invests in a Common Collective Trust Fund
or in a Master Trust That Holds Fully Benefit-Responsive Investment Contracts"

.75 The TPAs address the types of investments covered by the FSP, financial statement presentation of investments in common collective trust funds and
master trusts, and related disclosure requirements. The TPAs are available on
the AICPA's Web site at www.aicpa.org/download/acctstd/TIS6931.08.pdf.

Recent Auditing and Attestation Pronouncements and
Related Guidance
.76 Presented in the following table is a list of recently issued auditing and attestation pronouncements and related guidance. For information
on auditing and attestation standards issued subsequent to the writing of
this alert, please refer to the AICPA Web site at www.aicpa.org/Professional+
Resources/Accounting+and+Auditing. You may also look for announcements
of newly issued standards in the CPA Letter, Journal of Accountancy, and
in the quarterly electronic newsletter, In Our Opinion, issued by the AICPA
Auditing Standards team, available at www.aicpa.org/Professional+Resources/
Accounting+and+Auditing/Audit+and+Attest+Standards/Opinion. As a reminder, AICPA auditing and attestation standards are applicable only to audits
and attestation engagements of nonissuers.
.77 The PCAOB establishes auditing and attestation standards for audits
of issuers. Refer to the PCAOB Web site at www.pcaob.org for information about
its activities. You may also review the SEC and PCAOB Alert—2007/08 (product no. 022498kk), which summarizes recent developments at both the SEC
and PCAOB. This alert can be obtained by calling the AICPA at (888) 777-7077
or by going online to www.cpa2biz.com.
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Recent Auditing and Attestation Pronouncements and
Related Guidance
SAS No. 114, The
Auditor's
Communication With
Those Charged With
Governance (AICPA,
Professional Standards,
vol. 1, AU sec. 380)
Issue Date: December
2006
(Applicable to audits
conducted in accordance
with generally accepted
auditing standards
[GAAS])

This standard replaces SAS No. 61,
Communication With Audit Committees (AICPA,
Professional Standards, vol. 1, AU sec. 380A). The
standard requires the auditor to conduct two-way
communication with those charged with
governance about certain significant matters
related to the audit and also establishes standards
and provides guidance on which matters should be
communicated, who they should be communicated
to, and the form and timing of the communication.
It is effective for audits of financial statements for
periods beginning on or after December 15, 2006.

SAS No. 113, Omnibus
Statement on Auditing
Standards—2006
(AICPA, Professional
Standards, vol. 1)
Issue Date: November
2006
(Applicable to audits
conducted in accordance
with GAAS)

This standard does the following:

•

•

•
•
SAS No. 112,
Communicating Internal
Control Related Matters
Identified in an Audit
(AICPA, Professional
Standards, vol. 1, AU
sec. 325)
Issue date: May 2006
(Applicable to audits
conducted in accordance
with GAAS)

ARA-INV .77

Revises the terminology used in the 10
standards of SAS No. 95, Generally Accepted
Auditing Standards (AICPA, Professional
Standards, vol. 1, AU sec. 150A), to reflect
terminology in SAS No. 102, Defining
Professional Requirements in Statements on
Auditing Standards (AICPA, Professional
Standards, vol. 1, AU sec. 120)
Adds a footnote to the headings before
paragraphs 35 and 46 in SAS No. 99,
Consideration of Fraud in a Financial
Statement Audit (AICPA, Professional
Standards, vol. 1, AU sec. 316), to provide a
clear link between the auditor's consideration of
fraud and the auditor's assessment of risk and
the auditor's procedures in response to those
assessed risks
Replaces throughout the SASs the term
completion of fieldwork with the term date of the
auditor's report
Changes the convention for dating the
representation letter by requiring that it be
dated as of the date of the auditor's report

This standard supersedes SAS No. 60,
Communication of Internal Control Related
Matters Noted in an Audit. It establishes
requirements and provides extensive guidance
about communicating matters related to an
entity's internal control over financial reporting
identified while performing an audit of financial
statements. SAS No. 112 also requires that certain
communications be in writing. It is effective for
periods ending on or after December 15, 2006.
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Recent Auditing and Attestation Pronouncements and
Related Guidance—continued
SAS Nos. 104–111, the risk
assessment standards
Issue Date: March 2006
(Applicable to audits
conducted in accordance with
GAAS)

See the "AICPA Risk Assessment Standards"
section in this alert.

Statement on Standards for
Attestation Engagements
(SSAE) No. 14, SSAE
Hierarchy (AICPA,
Professional Standards, vol. 1,
AT sec. 50)
Issue Date: November 2006

This SSAE identifies the body of attestation
literature, clarifies the authority of
attestation publications issued by the AICPA
and others, specifies the extent of familiarity
a practitioner needs to have with various
kinds of attestation publications when
conducting an attestation engagement, and
amends the 11 attestation standards to
reflect the terminology used in SSAE No. 13,
Defining Professional Requirements in
Statements on Standards for Attestation
Engagements (AICPA, Professional
Standards, vol. 1, AT sec. 20). It is effective
when the subject matter or assertion is as of
or for a period ending on or after December
15, 2006.

Interpretation No. 1,
"Communicating Deficiencies
in Internal Control Over
Compliance in an Office of
Management and Budget
(OMB) Circular A-133 Audit"
(AICPA, Professional
Standards, vol. 1, AU
sec. 9325.01–.04), which
interprets AU section 325,
Communicating Internal
Control Related Matters
Identified in an Audit (AICPA,
Professional Standards, vol. 1)
Issue Date: July 2007
(Interpretive publication)

This auditing interpretation interprets AU
section 325, Communicating Internal Control
Related Matters Identified in an Audit
(AICPA, Professional Standards, vol. 1), and
addresses how the definitions of the terms
control deficiency, significant deficiency, and
material weakness should be adapted and
applied in the context of reporting on internal
control over compliance in a single audit.

Interpretation No. 1, "Use of
Electronic Confirmations"
(AICPA, Professional
Standards, vol. 1, AU
sec. 9330.01–.06), which
interprets AU section 330, The
Confirmation Process (AICPA,
Professional Standards, vol. 1)
Issue Date: March 2007
(Interpretive publication)

This auditing interpretation interprets AU
section 330, The Confirmation Process
(AICPA, Professional Standards, vol. 1), and
addresses the issue of electronic
confirmations.

(continued)
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Recent Auditing and Attestation Pronouncements and
Related Guidance—continued
AICPA TPA TIS section 9100.06,
"The Effect of Obtaining the
Management Representation
Letter on Dating the Auditor's
Report" (AICPA, Technical Practice
Aids)
Issue Date: May 2007
(Nonauthoritative)

This question and answer discusses
whether the auditor is required to have
the signed management representation
letter in hand as of the date of the
auditor's report. The question and
answer indicates that although the
auditor need not be in physical receipt of
the representation letter on the date of
the auditor's report, management will
need to have reviewed the final
representation letter and, at a
minimum, have orally confirmed that
they will sign the representation letter,
without exception, on or before the date
of the representations.

TIS section 8350.01, "Current Year
Audit Documentation Contained in
the Permanent File" (AICPA,
Technical Practice Aids)
Issue Date: May 2007
(Nonauthoritative)

This question and answer discusses
whether the provisions of SAS No. 103,
Audit Documentation (AICPA,
Professional Standards, vol. 1, AU
sec. 339), related to documentation
completion and retention, apply to
current year audit documentation
maintained in the permanent file. The
question and answer indicates that SAS
No. 103 does apply to current year audit
documentation maintained in a
permanent file, or, for that matter,
maintained in any type of file, if the
documentation serves as support for the
current year's audit report.

AICPA Professional Issues Task
Force (PITF) Practice Alert (PA)
03-1, Audit Confirmations (AICPA,
Technical Practice Aids, PA
sec. 16,240)
Revised: June 2007
(Nonauthoritative)

This PA responds to practitioners'
current concerns about audit
confirmations and includes discussion of
improving confirmation response rates,
negative versus positive confirmation
requests, nonresponses to positive
confirmations, responses to positive
confirmation requests indicating
exception, and use of electronic
confirmations among other topics.

AICPA PITF PA 07-1, Dating of the
Auditor's Report and Related
Practical Guidance (AICPA,
Technical Practice Aids, PA
sec. 16,290)
Issue Date: January 2007
(Nonauthoritative)

This PA provides guidance regarding
application of certain provisions of SAS
No. 103, primarily related to dating the
auditor's report.
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Recent Auditing and Attestation Pronouncements and
Related Guidance—continued
PCAOB Auditing Standard
No. 5, An Audit of Internal
Control Over Financial
Reporting That Is Integrated
with An Audit of Financial
Statements
Issue Date: July 2007
(Applicable to audits
conducted in accordance with
PCAOB standards)

This standard replaces the PCAOB's previous
internal control standard, Auditing Standard
No. 2, An Audit of Internal Control Over
Financial Reporting Performed in
Conjunction With an Audit of Financial
Statements. This principles-based auditing
standard is designed to increase the
likelihood that material weaknesses in
internal control will be found before they
result in material misstatement of a
company's financial statements, and, at the
same time, eliminate procedures that are
unnecessary.
Auditing Standard No. 5 is required to be
used by registered audit firms for all audits of
internal control over financial reporting no
later than for fiscal years ending on or after
November 15, 2007. Earlier adoption is
permitted and encouraged.

PCAOB Rule 3525, Audit
Committee Pre-approval of
Non-audit Services Related to
Internal Control Over
Financial Reporting
Issue Date: July 2007
(Applicable to audits
conducted in accordance with
PCAOB standards)

This rule requires a registered public
accounting firm that seeks preapproval of an
issuer audit client's audit committee to
perform internal control-related nonaudit
services that are not otherwise prohibited by
the act or the rules of the SEC or the PCAOB
to: describe, in writing, to the audit
committee the scope of the proposed service,
discuss with the audit committee the
potential effects of the proposed service on
the firm's independence, and document the
substance of the firm's discussion with the
audit committee. These requirements parallel
the auditor's responsibility in seeking audit
committee preapproval to perform tax
services for an audit client under PCAOB
Rule 3524. This rule is effective for audits of
fiscal years ending on or after November 15,
2007.

PCAOB Conforming
Amendments to the Interim
Auditing Standards
Issue Date: July 2007
(Applicable to audits
conducted in accordance with
PCAOB standards)

In conjunction with the PCAOB's adoption of
Auditing Standard No. 5, the PCAOB also
adopted a number of conforming amendments
to its interim standards. The conforming
amendments can be found in Appendix 3 of
PCAOB Release No. 2007-005A at
www.pcaob.org/Rules/Docket_021/2007-0612_Release_No_2007-005A.pdf.
These amendments are effective for audits of
fiscal years ending on or after November 15,
2007, the same effective date of Auditing
Standard No. 5.

(continued)
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Recent Auditing and Attestation Pronouncements and
Related Guidance—continued
PCAOB Report, Report on the
Second-Year Implementation
of Auditing Standard No. 2,
An Audit of Internal Control
Over Financial Reporting
Performed in Conjunction
with an Audit of Financial
Statements
Issue Date: April 2007
(Applicable to audits
conducted in accordance with
PCAOB standards)

This report is based on PCAOB inspections
that looked at parts of approximately 275
audits of internal control over financial
reporting by registered public accounting
firms. Inspections focused on four areas:
integrating the audits of financial statements
and internal control, using a top-down
approach, using the work of others, and
assessing risk.

PCAOB Report, Observations
on Auditors' Implementation
of PCAOB Standards Relating
to Auditors' Responsibilities
With Respect to Fraud
(AICPA, PCAOB Standards
and Related Rules, PCAOB
Staff Guidance, "Section
300—Report on the Initial
Implementation of Auditing
Standard No. 2")
Issue Date: January 2007
(Applicable to audits
conducted in accordance with
PCAOB standards)

This report focuses on aspects of the
PCAOB's interim auditing standards that
address the auditor's responsibility with
respect to fraud, specifically AU section 316,
Consideration of Fraud in a Financial
Statement Audit (AICPA, PCAOB Standards
and Related Rules). This report does not
change or propose to change any existing
standard nor is the PCAOB providing any
new interpretation of existing standards.

PCAOB Staff Questions and
Answers, Ethics and
Independence Rules
Concerning Independence, Tax
Services, and Contingent Fees
Issue Date: April 2007
(Applicable to audits
conducted in accordance with
PCAOB standards)

Topics covered include the following:

•

•

•

•

•

ARA-INV .77

The application of Rule 3522 (a) when
conditions of confidentiality are imposed
by tax advisors who are not employed by or
affiliated with the registered public
accounting firm
Whether a public accounting firm can
advise an audit client on the tax
consequences of structuring a particular
transaction
Whether a registered public accounting
firm's independence is affected by the IRS's
subsequent listing of a transaction that the
firm marketed, planned, or opined in favor
of, as described in Rule 3522(b)
Clarification that the auditor must
evaluate whether a person is in a financial
reporting oversight role at affiliates, and
not just the audit client itself
Clarification of the term other change in
employment event as it relates to Rule
3522(c)
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Recent Auditing and Attestation Pronouncements and
Related Guidance—continued
PCAOB Staff Questions and
Answers, Auditing the Fair
Value of Share Options
Granted to Employees
(AICPA, PCAOB Standards
and Related Rules, PCAOB
Staff Guidance, "Section
100—PCAOB Staff Questions
and Answers")
Issue Date: October 2006
(Applicable to audits
conducted in accordance with
PCAOB standards)

The guidance provides direction for auditing
a company's estimation of the fair value of
stock options granted to employees pursuant
to FASB Statement No. 123 (revised 2004),
Share-Based Payment, which became
applicable for financial statements of
companies with fiscal years ending on or
after June 15, 2006.

The Auditor’s Communication With Those
Charged With Governance
.78 In December 2006, the ASB issued SAS No. 114, The Auditor's Communication With Those Charged With Governance (AICPA, Professional Standards, vol. 1, AU sec. 380), which supersedes SAS No. 61, Communication With
Audit Committees (AICPA, Professional Standards, vol. 1, AU sec. 380A). The
new SAS establishes standards and provides guidance to auditors on matters
required to be communicated with those charged with governance in relation
to an audit of financial statements and is effective for audits of financial statements for periods beginning on or after December 15, 2006. SAS No. 61 established communication requirements applicable to entities that either have
an audit committee or that have otherwise formally designated oversight of
the financial reporting process to a group equivalent to an audit committee.
However, SAS No. 114 broadens the applicability of the SAS to audits of the
financial statements of all nonissuers, regardless of size, ownership, or organizational structure.
.79 SAS No. 114 recognizes the importance of effective two-way communication to the audit. It provides a framework for the auditor's communication
with those charged with governance and identifies specific matters to be communicated, many of which are generally consistent with the requirements in
SAS No. 61. However, SAS No. 114 does include certain additional matters
to be communicated and provides additional guidance on the communication
process. Among other matters, SAS No. 114 adds requirements to communicate an overview of the planned scope and timing of the audit. It also requires
significant matters communicated with those charged with governance to be
documented.

Identifying Those Charged With Governance
.80 The SAS uses the term those charged with governance to refer to those
with responsibility for overseeing the strategic direction of the entity and obligations related to the accountability of the entity, including overseeing the entity's financial reporting process. The SAS uses the term management to refer
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to those who are responsible for achieving the objectives of the enterprise and
who have the authority to establish policies and make decisions by which those
objectives are to be pursued.
.81 The auditor should determine the appropriate person(s) within the entity's governance structure with whom to communicate. The appropriate person(s) may vary depending on the matter to be communicated. Governance
structures vary by entity, reflecting influences such as size and ownership characteristics.
.82 Because there is such diversity, it is not possible for SAS No. 114
to specify for all audits the person(s) with whom the auditor is to communicate particular matters. Furthermore, in some cases the appropriate person(s)
with whom to communicate may not be clearly identifiable from the engagement circumstances, for example, entities where the governance structure is
not formally defined, such as some family-owned entities, some not-for-profit organizations, and some government entities. The auditor's understanding of the
entity's governance structure and processes obtained in accordance with SAS
No. 109, Understanding the Entity and Its Environment and Assessing the Risks
of Material Misstatement (AICPA, Professional Standards, vol. 1, AU sec. 314),
is relevant in deciding with whom to communicate matters. When the appropriate person(s) with whom to communicate are not clearly identifiable, the
auditor and the engaging party should agree on the relevant person(s) within
the entity's governance structure with whom the auditor will communicate.

Communicating Internal Control Related
Matters Identified in an Audit
.83 In May 2006, the AICPA ASB issued SAS No. 112, Communicating
Internal Control Related Matters Identified in an Audit (AICPA, Professional
Standards, vol. 1, AU sec. 325). SAS No. 112 establishes standards and provides
guidance on communicating matters related to an entity's internal control over
financial reporting identified in an audit of financial statements. SAS No. 112
supersedes SAS No. 60, Communication of Internal Control Related Matters
Noted in an Audit, as amended. The new SAS is applicable whenever an auditor
expresses an opinion on financial statements (including a disclaimer of opinion)
and is effective for audits of financial statements for periods ending on or after
December 15, 2006. Among other things, SAS No. 112 does the following:

r

r
ARA-INV .81

Requires the auditor to communicate control deficiencies that are
significant deficiencies or material weaknesses in internal control.
The terms are defined in the SAS. The term reportable condition
is no longer used. When SAS No. 112 was issued, the terms significant deficiencies and material weaknesses were consistent with
PCAOB Auditing Standard No. 2, An Audit of Internal Control
Over Financial Reporting Performed in Conjunction With an Audit of Financial Statements. However, with the adoption of PCAOB
Auditing Standard No. 5, An Audit of Internal Control Over Financial Reporting That Is Integrated with An Audit of Financial
Statements, the PCAOB redefined these terms, which now differ
from SAS No. 112.
Provides guidance on evaluating the severity of control deficiencies identified in an audit of financial statements and requires that
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r
r
r
r

the auditor conclude whether prudent officials, having knowledge
of the same facts and circumstances, would agree with the auditor's classification of the deficiency.
Identifies areas in which control deficiencies ordinarily are to be
evaluated as at least significant deficiencies, and identifies indicators that control deficiencies should be regarded as at least a
significant deficiency and a strong indicator of a material weakness.
Requires the auditor to communicate significant deficiencies and
material weaknesses identified in the audit, in writing, to management and those charged with governance. This includes the
significant deficiencies and material weaknesses that were communicated in previous audits if they have not yet been remediated.
Indicates that the communication must be in writing and is best
made by the report release date (the date on which the auditor
grants permission for the client to use the auditor's report in connection with the financial statements), but should be made no later
than 60 days following the report release date.
Contains illustrative written communications to management and
those charged with governance.

How Revisions of SAS No. 112 Affect Practice
.84 As auditors gain a better understanding of what needs to be communicated to management and those charged with governance, there may be
more control deficiencies that are identified as significant deficiencies and material weaknesses, and that are then communicated to management and those
charged with governance. Auditors may emphasize and therefore spend more
time evaluating identified control deficiencies than in the past.
.85 Some examples of potential control deficiencies that you might find in
investment companies are:

r
r
r
r
r
r

Inadequate monitoring of the financial accounting and reporting
process to detect deficiencies in the preparation of financial highlight disclosures or errors in net asset value calculations.
Lack of management oversight or review of the preparation of
financial statements, or both.
Inadequate procedures to reconcile investment accounts to custodian records to support the existence assertion.
Inadequate client expertise in regulatory reporting requirements
resulting in the filing of erroneous information or the use of the
incorrect form for regulatory filings.
Inadequate procedures to monitor the determination of fair values
of investments.
Deficiencies in determining a registered investment company's
qualification under Subchapter M of the Internal Revenue Code.

Discussions With Management and Others
.86 The new requirements of SAS No. 112 may change perceptions regarding the auditor's role in the client's internal control. Auditors may have
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to explain to clients that the auditor cannot be a part of their internal control.
Only the client—not the auditor—can correct control deficiencies. However, a
CPA firm other than the auditor who does not provide attest services for the
client can be part of a client's internal control. This may raise new questions
regarding the role of outsourcing in achieving management's internal control
objectives.
.87 Auditors may be called upon to hold discussions with management
and other users of the auditor's written communication, such as regulators, to
explain why the nature and extent of the internal control matters communicated to management and those charged with governance are different from
the matters communicated in prior years. One reason is that the criteria have
changed because of the introduction of the term significant deficiencies and its
definition as well as a new definition of material weaknesses. Another reason is
that auditors have to include significant deficiencies and material weaknesses,
identified and communicated in previous years, in written communication as
long as these deficiencies have not been remediated. Auditors may need to explain to management and other users that the auditors are required to inform
them of the significant deficiencies and material weaknesses every year as long
as those deficiencies still exist.
.88 Auditors may also need to hold discussions with management and
other users who ask how the auditors were able to express an unqualified opinion on the financial statements when material weaknesses in internal control
were present. Auditors may wish to explain that the audit was designed to
provide reasonable assurance that the financial statements are free from material misstatements. Internal control should be designed to prevent or detect
material misstatements. As previously stated, the auditor cannot be part of a
client's internal control system. Auditors can express an unqualified opinion
on the financial statements even though material weaknesses in internal control are present, because sufficient procedures were performed and appropriate
audit evidence was obtained to afford reasonable assurance that the financial
statements are free from material misstatement. However, these procedures do
not correct or remediate control deficiencies; the deficiencies in internal control
could still result in a material misstatement not being prevented, detected, and
corrected by the client.

Issues for Audits of Smaller Entities
.89 One issue that has arisen in audits of smaller entities is the increase
in costs as a result of the time the auditor spends documenting his or her
evaluation of internal control and evaluating identified control deficiencies.
.90 Another issue that has caused concern is the extent to which the auditor may be involved in the drafting of an entity's financial statements. It
is a strong indication of material weakness in internal control if a client has
ineffective controls over the preparation of its financial statements such that
client controls are absent or controls are not effective in preventing, detecting, or correcting material misstatements in the preparation of financial statements, including the related notes. Although the auditor can propose adjustments and assist in assembling or drafting the financial statements, the auditor
cannot establish or maintain the client's controls, including monitoring ongoing
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activities, because doing so would impair independence. How an auditor responds to a client's internal control weakness, in terms of designing and carrying out auditing procedures, does not affect or mitigate a client's internal control
weakness. Just as an auditor's response to detection risk is independent of the
client's control risk, so too the auditor's response to a client's control weakness
by assisting in drafting the financial statements does not change that control
weakness.
.91 A weakness in monitoring ongoing activities when an auditor is performing these nonattest services may also raise independence issues. If the
auditor is effectively placed in the position of monitoring the ongoing activities
related to the subject matter of its own services, it might be considered to have
become an element of the client's internal control structure or to have assumed
responsibility for functions that are the responsibility of client management,
either of which is incompatible with independence. Thus, the auditor may require the client to rectify the control weaknesses before it can provide further
nonattest services.
.92 The requirements of SAS No. 112 introduce possible opportunities for
auditors. Auditors can help clients evaluate the cost-benefit implications of improving their internal control, including training their personnel to be more
knowledgeable. Auditors can also teach clients how to develop a risk assessment approach to designing internal control. Readers should also note that the
Internal Control Task Force of the ASB is revising SAS No. 112 in response to
the adoption of PCAOB Auditing Standard No. 5 and International Standards
on Auditing.
.93 The AICPA has published the AICPA Audit Risk Alert titled Understanding SAS No. 112 and Evaluating Control Deficiencies (product no.
022536kk) to assist in implementation of this SAS. This audit risk alert provides specific case studies to help determine whether identified control weaknesses would constitute a significant deficiency or material weakness; the alert
can be obtained by calling the AICPA at (888) 777-7077 or going online at
www.cpa2biz.com.

AICPA Risk Assessment Standards
.94 In March 2006, the AICPA ASB issued eight SASs referred to as the
risk assessment standards (SAS Nos. 104–111). Although the SASs include
many of the underlying concepts and detailed performance requirements contained in existing standards, they do create significant new requirements for
the auditor. The risk assessment standards provide extensive guidance on how
to apply the audit risk model when planning and performing financial statement audits, focusing on identifying and assessing the risks of material misstatements, further designing and performing tailored audit procedures in response to the assessed risks at relevant assertion levels, and improving the
linkage between the risks, controls, audit procedures, and conclusions. The
risk assessment standards are effective for audits of financial statements for
periods beginning on or after December 15, 2006, with earlier application permitted. The following table lists the eight SASs and their effects on existing
standards.
4
See Ethics Interpretation No. 101-3, "Performance of nonattest services," under Rule 101, Independence (AICPA, Professional Standards, vol. 2, ET sec. 101.05).
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Statement on Auditing Standards

Effect on Existing Standards

SAS No. 104, Amendment to
Statement on Auditing Standards
No. 1, Codification of Auditing
Standards and Procedures ("Due
Professional Care in the Performance
of Work") (AICPA, Professional
Standards, vol. 1, AU sec. 230)

This statement amends SAS No. 1,
Due Professional Care in the
Performance of Work (AICPA,
Professional Standards, vol. 1, AU
sec. 230A).

SAS No. 105, Amendment to
Statement on Auditing Standards
No. 95, Generally Accepted Auditing
Standards (AICPA, Professional
Standards, vol. 1, AU sec. 150)

This statement amends SAS No. 95,
Generally Accepted Auditing
Standards (AICPA, Professional
Standards, vol. 1, AU sec. 150A).

SAS No. 106, Audit Evidence (AICPA,
Professional Standards, vol. 1, AU
sec. 326)

This statement supersedes SAS
No. 31, Evidential Matter (AICPA,
Professional Standards, vol. 1, AU
sec. 326A).

SAS No. 107, Audit Risk and
Materiality in Conducting an Audit
(AICPA, Professional Standards,
vol. 1, AU sec. 312)

This statement supersedes SAS
No. 47, Audit Risk and Materiality in
Conducting an Audit (AICPA,
Professional Standards, vol. 1, AU
sec. 312A).

SAS No. 108, Planning and
Supervision (AICPA, Professional
Standards, vol. 1, AU sec. 311)

This statement supersedes SAS
No. 1, Appointment of the
Independent Auditor (AICPA,
Professional Standards, AU sec. 310),
and supersedes SAS No. 22, Planning
and Supervision (AICPA,
Professional Standards, vol. 1, AU
sec. 311A).

SAS No. 109, Understanding the
Entity and Its Environment and
Assessing the Risks of Material
Misstatement (AICPA, Professional
Standards, vol. 1, AU sec. 314)

This statement supersedes SAS
No. 55, Consideration of Internal
Control in a Financial Statement
Audit (AICPA, Professional
Standards, vol. 1, AU sec. 319).

SAS No. 110, Performing Audit
Procedures in Response to Assessed
Risks and Evaluating the Audit
Evidence Obtained (AICPA,
Professional Standards, vol. 1, AU
sec. 318)

This statement supersedes SAS
No. 45, Substantive Tests Prior to the
Balance Sheet Date (AICPA,
Professional Standards, vol. 1, AU
sec. 313), and together with SAS
No. 109, supersedes SAS No. 55,
Consideration of Internal Control in a
Financial Statement Audit (AICPA,
Professional Standards, vol. 1, AU
sec. 319).

SAS No. 111, Amendment to
Statement on Auditing Standards
No. 39, Audit Sampling (AICPA,
Professional Standards, vol. 1, AU
sec. 350)

This statement amends SAS No. 39,
Audit Sampling (AICPA, Professional
Standards, vol. 1, AU sec. 350A).
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Key Provisions of the Risk Assessment Standards
.95 Whether due to error or fraud, the new risk assessment standards
require the auditor to understand and respond to the risks of material misstatement. That understanding should identify risks that may lead to a material misstatement in the client's financial statements and any mitigating controls in place. The risk assessment standards place an even greater emphasis
on the understanding and testing of internal control. Auditors may no longer
simply default to a maximum control risk. Although this does not mean auditors are required to test and rely on controls as part of their audit strategy,
they should assess how all five components of internal control over financial
reporting relate to the client that they are auditing (see the Committee on
Sponsoring Organizations (COSO) of the Treadway Commission's framework
at www.coso.org/key.htm). These standards may significantly affect the formality of your risk assessment and documentation and may vary greatly from what
auditors have previously done. Implementation of the SASs will most likely
result in significant changes to firm audit methodologies and the training of
personnel. Therefore, it is recommended that auditors allow ample time in advance of the required implementation date. Readers can obtain the SASs and
the related AICPA Audit Risk Alert titled Understanding the New Auditing
Standards Related to Risk Assessment (product no. 022526kk) by calling the
AICPA at (888) 777-7077 or going online at www.cpa2biz.com.

Companion Audit Guide
.96 In December 2006, the AICPA published the Audit Guide Assessing
and Responding to Audit Risk in a Financial Statement Audit (product no.
012456kk). This guide helps auditors understand and implement the risk assessment standards. It includes practical guidance, examples, and an in-depth
case study. The guide can be ordered by calling the AICPA at (888) 777-7077 or
going online at www.cpa2biz.com.

Audit Documentation Technical Practice Aids
.97 In May 2007, the ASB issued two technical questions and answers
related to SAS No. 103, Audit Documentation (AICPA, Professional Standards,
vol. 1, AU sec. 339), which was issued in December 2005.
.98 TIS section 9100.06, "The Effect of Obtaining the Management Representation Letter on Dating the Auditor's Report" (AICPA, Technical Practice
Aids), discusses whether the auditor is required to have the signed management
representation letter in hand as of the date of the auditor's report. This question
and answer indicates that although the auditor need not be in physical receipt
of the representation letter on the date of the auditor's report, management
will need to have reviewed the final representation letter and, at a minimum,
have orally confirmed that they will sign the representation letter, without exception, on or before the date of the representations. The auditor will need to
have the signed management representation letter in hand prior to releasing
the auditor's report because management's refusal to furnish written representations constitutes a limitation on the scope of the audit sufficient to preclude
an unqualified opinion.
.99 TIS section 8350.01, "Current Year Audit Documentation Contained
in the Permanent File" (AICPA, Technical Practice Aids), discusses whether the
provisions of SAS No. 103 related to documentation completion and retention
apply to current year audit documentation maintained in the permanent file.
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This question and answer indicates that SAS No. 103 does apply to current
year audit documentation maintained in a permanent file, or for that matter,
maintained in any type of file, if the documentation serves as support for the
current year's audit report.

Practice Alert No. 07-1, Dating of the Auditor’s Report and
Related Practical Guidance
.100 A key provision of SAS No. 103 is the amendment to paragraphs .01
and .05 of AU section 530, Dating of the Independent Auditor's Report (AICPA,
Professional Standards, vol. 1), to require that the auditor's report not be dated
earlier than the date on which the auditor has obtained sufficient appropriate
audit evidence to support the opinion on financial statements. As defined in
the footnote to paragraph .01 of AU section 530, sufficient appropriate audit
evidence includes, among other things, evidence that the audit documentation
has been reviewed and that the entity's financial statements, including disclosures, have been prepared and that management has asserted that they have
taken responsibility for them. Application of the rules may require revising
the process used by audit firms at the end of fieldwork to include a field review of the audit working papers and financial statements. For some firms, an
additional visit to the client's office to update subsequent event analysis and
management's representations may be required as well.
.101 The Professional Issues Task Force (PITF) issued this practice alert
to provide guidance to auditors of nonissuers regarding the following:

r
r

The audit report date

r
r

Financial statement preparation and management's assertions

Evidence supporting financial statement amounts and disclosures, specifically relating to attorney letters, obtaining waivers,
and consideration and evaluation of subsequent events

Evidence that the audit documentation has been reviewed

.102 Readers may access the practice alert at www.aicpa.org/
download/auditstd/pract_alert/pa_2007_1.pdf. Readers should also note the
PITF is currently working on a practice alert that addresses auditing and other
considerations related to electronic information that it plans to issue during the
third quarter of 2007.

PCAOB Auditing Standard No. 5, An Audit of Internal Control
Over Financial Reporting That is Integrated with An Audit of
Financial Statements
.103 In May 2007, the PCAOB adopted Auditing Standard No. 5, which
was later approved by the SEC on July 25, 2007. This standard replaces Auditing Standard No. 2. Auditing Standard No. 5 is principles based and presents
a risk-based, top-down approach designed to increase the likelihood that material weaknesses will be found before resulting in a material misstatement of
a company's financial statements, while eliminating unnecessary procedures.
The standard was also designed to make audits more scaleable for smaller or
less complex companies. The PCAOB worked closely with the SEC to coordinate
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Auditing Standard No. 5 with the guidance to public company management that
was approved by the SEC in May 2007. Mark Olson, PCAOB chairman, stated
"The new standard is more risk-based and scalable, which will better meet the
needs of investors, public companies, and auditors alike."
.104 This new standard is required for all audits of internal control for
fiscal years ending on or after November 15, 2007. However, early adoption is
permitted and encouraged. For more information, readers may refer to the SEC
and PCAOB Alert—2007/08 (product no. 022498kk).

Recent AICPA Independence and Ethics Pronouncements
.105 The AICPA Independence and Ethics Alert—2007/08 (product no.
022478kk) contains a complete update on new independence and ethics pronouncements. This alert can be obtained by calling the AICPA at (888)
777-7077 or going online at www.cpa2biz.com. Readers should obtain this
alert to be aware of independence and ethics matters that will affect their
practice.

Recent Accounting Pronouncements and Related Guidance
.106 Presented in the following table is a list of recently issued accounting
pronouncements and related guidance. For information on accounting standards issued subsequent to the writing of this alert, please refer to the AICPA
Web site at www.aicpa.org and the FASB Web site at www.fasb.org. You may
also look for announcements of newly issued standards in the CPA Letter and
Journal of Accountancy.

Recent Accounting Pronouncements and Related Guidance
FASB Statement
No. 159
(February 2007)

The Fair Value Option for Financial Assets and
Financial Liabilities—Including an amendment of
FASB Statement No. 115

FASB Statement
No. 158
(September 2006)

Employers' Accounting for Defined Benefit Pension
and Other Postretirement Plans—an amendment of
FASB Statement Nos. 87, 88, 106, and 132(R)

FASB Statement
No. 157
(September 2006)

Fair Value Measurements

FASB
Interpretation
No. 48
(June 2006)

Accounting for Uncertainty in Income Taxes—an
interpretation of FASB Statement No. 109

FASB EITF Issues
(Various dates)

Go to www.fasb.org/eitf/agenda.shtml for a complete
list of EITF Issues.

FSPs
(Various dates)

Go to www.fasb.org/fasb_staff_positions/ for a
complete list of FSPs.
(continued)
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Recent Accounting Pronouncements and Related
Guidance—continued
AICPA SOP 07-1
(AICPA, Technical
Practice Aids, ACC
sec. 10,930)

Clarification of the Scope of the Audit and
Accounting Guide Investment Companies and
Accounting by Parent Companies and Equity Method
Investors for Investments in Investment Companies

TIS section
6140.20–.22
(AICPA, Technical
Practice Aids)
(Nonauthoritative)

These questions and answers discuss not-for-profit
organizations' fund-raising expenses.

TIS section
6931.08–.10
(AICPA, Technical
Practice Aids)
(Nonauthoritative)

These questions and answers discuss various
employee benefit plan topics.

TIS section
6300.25–.35
(AICPA, Technical
Practice Aids)
(Nonauthoritative)

These questions and answers discuss various issues
related to SOP 05-1, Accounting by Insurance
Enterprises for Deferred Acquisition Costs in
Connection With Modifications or Exchanges of
Insurance Contracts.

AICPA Practice
Guide
(Nonauthoritative)

"Practice Guide on Accounting for Uncertain Tax
Positions Under FIN 48"

.107 Of the accounting pronouncements and related guidance listed in
the previous table, those having particular significance to the investment companies industry were discussed in the "Accounting Issues and Developments"
section of this alert. The AICPA general Audit Risk Alert—2007/08 (product no.
022338kk) and other AICPA industry-specific alerts also contain summaries of
recent pronouncements that may not be discussed in this alert. To obtain copies
of AICPA literature, call (888) 777-7077 or go online at www.cpa2biz.com.

On the Horizon
.108 Auditors should keep abreast of auditing and accounting developments and upcoming guidance that may affect their engagements. Presented
in the following sections is brief information about some ongoing projects that
have particular significance to the investment companies industry or that may
result in significant changes. Remember that exposure drafts are nonauthoritative and cannot be used as a basis for changing existing standards.
.109 The following table lists the various standard-setting bodies' Web
sites, where information may be obtained on outstanding exposure drafts, including downloading exposure drafts. These Web sites contain much more indepth information about proposed standards and other projects in the pipeline.
Many more accounting and auditing projects exist in addition to those discussed
here. Readers should refer to information provided by the various standardsetting bodies for further information.
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Standard-Setting Body

Web Site

AICPA Auditing Standards
Board (ASB)

www.aicpa.org/Professional+Resources/
Accounting+and+Auditing/Audit+and+
Attest+Standards/Auditing+Standards+
Board/

AICPA Accounting
Standards Executive
Committee (AcSEC)

www.aicpa.org/Professional+Resources/
Accounting+and+Auditing/Accounting+
Standards/

Financial Accounting
Standards Board (FASB)

www.fasb.org

Public Company Accounting
Oversight Board (PCAOB)

www.pcaob.org

Professional Ethics
Executive Committee
(PEEC)

www.aicpa.org/Professional+Resources/
Professional+Ethics+Code+of+Professional+
Conduct/Professional+Ethics/

Securities and Exchange
Commission (SEC)

www.sec.gov

Help Desk—The AICPA's standard-setting committees publish exposure drafts of proposed professional standards exclusively on the
AICPA Web site. The AICPA will notify interested parties by e-mail
about new exposure drafts. To be added to the notification list for all
AICPA exposure drafts, send your e-mail address to service@aicpa.org.
Indicate "exposure draft e-mail list" in the subject header field to help
process your submission more efficiently. Include your full name, mailing address, and, if known, your membership and subscriber number
in the message. The AICPA Web site also has connecting links to the
other standard-setting bodies listed here.

Auditing Pipeline—Nonissuers
ASB Clarity Project
.110 The ASB has formed a Clarity Task Force to address concerns over
the clarity, length, and complexity of generally accepted auditing standards. In
March 2007, the ASB approved for exposure a discussion paper titled Improving
the Clarity of ASB Standards. This discussion paper seeks feedback on proposed
changes to the standards, including:

r
r
r
r

Establishing objectives for each of the standards, and the auditor's
obligations related to the objectives
Structural and drafting improvements to make the standards easier to read and understand
Inclusion, in the explanatory material of the standards, of special considerations related to audits of public entities and small
entities
Establishing a glossary of terms that would be presented in a
separate section of the codification of the standards
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.111 The discussion paper's comment period ended June 15, 2007.
The discussion paper can be accessed at www.aicpa.org/download/auditstd/
Clarity_of_ASB_Standards_Discussion_Memo.pdf.

Convergence With International Standards
.112 The ASB has created a number of task forces charged with monitoring specific activities of the International Auditing and Assurance Standards
Board (IAASB) and working toward convergence with international auditing
standards. The ASB has commented on several exposure drafts of International Standards on Auditing (ISA). The status of these and other ASB projects
can be monitored online at www.aicpa.org/Professional+Resources/Accounting+
and+Auditing/Audit+and+Attest+Standards/Auditing+Standards+Board/.

Proposed Statement on Standards for Attestation Engagements
Regarding Reporting on an Entity’s Internal
Control Over Financial Reporting
.113 In January 2006, the ASB issued a revised exposure draft of a
proposed Statements on Standards for Attestation Engagements (SSAE) that
would supersede Chapter 5, "Reporting on an Entity's Internal Control Over Financial Reporting," of SSAE No. 10, Attestation Engagements: Revision and Recodification (AICPA, Professional Standards, vol. 1, AT sec. 501), as amended.
This proposed SSAE establishes standards and provides guidance to the practitioner who is engaged to issue or does issue an examination report on the
effectiveness of an entity's internal control over financial reporting as of a point
in time (or on an assertion thereon). As mentioned previously, in May 2007, the
PCAOB adopted Auditing Standard No. 5, which replaces Auditing Standard
No. 2. Knowing the forthcoming changes would be relevant to the revision of
AT section 501, the ASB previously decided to defer to issuance of a final revised AT sec. 501 until the PCAOB issued its amendments and the ASB had
time to consider them. The Internal Control Task Force of the ASB is responsible for this revision. Readers may monitor progress on the AICPA Web site at
www.aicpa.org.

Proposed Amendment to SAS No. 69, The Meaning of Present Fairly in
Conformity With Generally Accepted Accounting Principles
.114 In May 2005, the ASB issued an exposure draft introducing a proposed SAS titled Amendment to Statement on Auditing Standards No. 69, The
Meaning of Present Fairly in Conformity With Generally Accepted Accounting
Principles, for Nongovernmental Entities. This proposed SAS, which applies
only to nongovernmental entities, has been issued in response to the FASB's
proposed Statement of Financial Accounting Standards titled The Hierarchy of
Generally Accepted Accounting Principles. The FASB proposal moves responsibility for the GAAP hierarchy for nongovernmental entities from the auditing
literature (SAS No. 69 [AICPA, Professional Standards, vol. 1, AU sec. 411]) to
the accounting literature. The proposed SAS deletes the GAAP hierarchy for
nongovernmental entities from SAS No. 69. The ASB decided to coordinate the
provisions and effective date of this exposure draft with the proposed FASB
statement, which can be obtained at www.fasb.org. The ASB will issue its final SAS concurrently with the FASB's and PCAOB's issuance of their final
standards.
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Auditing Pipeline—Issuers
.115 Guidance issued by the PCAOB is included in the section of this alert
titled "Recent Auditing and Attestation Pronouncements and Related Guidance." For more information regarding recent developments at both the SEC
and PCAOB, readers may refer to the SEC and PCAOB Alert—2007/08 (product no. 022498kk), mentioned previously.

Accounting Pipeline
.116 Presented below are accounting projects and pronouncements currently in process. Some of the proposed pronouncements discussed in the prior
year's alert have not been finalized as of the date of this writing, and thus are
included again.

Business Combinations
.117 Phase one of the business combination project resulted in the issuance of FASB Statement No. 141, Business Combinations, and FASB Statement No. 142, Goodwill and Other Intangible Assets. In those statements, the
FASB eliminated the use of the pooling of interests method of accounting for
business combinations and addressed purchase accounting guidelines for acquired intangible assets and goodwill and goodwill impairment. The objective
of phase two of this project is to standardize business combination accounting
through the convergence of the FASB and IASB accounting standards and by
reconsidering the existing guidance for the purchase method of accounting for
business combinations. Among the main proposals are the following:

r
r
r

All acquisitions of businesses be measured at the fair value of the
business acquired.
Substantially, all the assets acquired and liabilities assumed of
the acquired business be recognized and measured at their fair
values at the acquisition date.
Entities that follow U.S. GAAP and international standards apply
substantially the same accounting requirements for their business
combinations.

.118 In June 2005, the FASB and IASB issued a number of exposure drafts,
for which comment periods ended in October 2005. Redeliberations began in
January 2006 and were completed in June 2007. The FASB and IASB expect
to issue final statements during the fourth quarter of 2007. Four standards are
expected to be issued:

r
r
r

Proposed FASB Statement No. 141(R) and International Financial
Reporting Standard No. 3(R), Business Combinations
Proposed FASB Statement No. 160, Consolidated Financial Statements, Including Accounting and Reporting of Noncontrolling Interests in Subsidiaries
Proposed International Accounting Standard (IAS) Statement
No. 27(R)

.119 Readers should remain alert to the final issuances and visit the FASB
Web site for further information.
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Fair Value
.120 During phase one of the FASB's fair value option project, the FASB
issued FASB Statement No. 159. In phase two of the project, the FASB will
consider allowing the fair value option for certain nonfinancial assets and nonfinancial liabilities and deposit liabilities of depository institutions, which are
excluded from the scope of FASB Statement No. 159. Deliberations on phase
two are expected to begin in the third quarter of 2007. Readers should remain
alert to developments by visiting the FASB Web site.

Derivative Disclosures
.121 In December 2006, the FASB issued an exposure draft titled, Disclosures about Derivative Instruments and Hedging Activities—an amendment of
FASB Statement No. 133. The comment period for this exposure draft ended
in March 2007, and the FASB has begun redeliberations to consider significant issues raised by respondents. The objective of this project is to provide
guidance on enhanced disclosure requirements and balance sheet and income
statement display of derivatives accounted for in accordance with FASB Statement No. 133, including how and why an entity uses derivative instruments;
how derivative instruments and related hedged items are accounted for under
FASB Statement No. 133; and how derivative instruments affect an entity's
financial position, results of operations, and cash flows. Readers can monitor
the progress of this project on the FASB Web site.

Transfers of Financial Assets
.122 The FASB is working on a project to amend FASB Statement No. 140,
Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities—a replacement of FASB Statement No. 125, to address
issues related to the permitted activities of a qualifying special-purpose entity
(QSPE), isolation criteria, and other issues that arose during redeliberations on
the amendment of FASB Statement No. 140 to improve comparability of financial statements. In August 2005, the FASB issued exposure draft, Accounting
for Transfers of Financial Assets, which was a revision of a June 2003 exposure
draft. During 2007, the FASB expects to address issues related to the permitted
activities of a QSPE and then issue another exposure draft during the fourth
quarter of 2007 containing potential amendments to FASB Statement No. 140.
See the FASB Web site for complete information.
.123 In August 2007, the FASB issued an exposure draft of FSP FAS 140-d,
"Accounting for Transfers of Financial Assets and Repurchase Financing Transactions." The FSP provides implementation guidance on the circumstances that
would permit a transferor and a transferee to evaluate the accounting for a
transfer of a financial asset separately from a repurchase financing of that asset. The comment period for this FSP closed on September 14, 2007. See the
FASB Web site for the current status of this issue.

Earnings Per Share
.124 The FASB and IASB have been working together to resolve differences between FASB Statement No. 128, Earnings per Share, and IAS Statement No. 33, Earnings per Share. This project is part of the larger FASB project,
Short-term International Convergence, which has resulted in the issuance of
a number of FASB Statements. Currently the FASB and IASB are addressing
significant differences that remain relating to instruments that can be settled
in cash or shares and are classified as a liability on an entity's balance sheet.
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The FASB and IASB are considering modifications to the treasury stock method
and several scoping issues in which either the FASB or IASB has issued or may
issue more detailed implementation guidance on earnings per share that may
create a convergence difference. The FASB and IASB are expected to issue an
exposure draft for public comment during the third quarter of 2007. This exposure draft will be the third exposure draft the FASB has issued on the earnings
per share project. The project and current exposure draft can be reviewed on
the FASB Web site.

FASB Codification and Retrieval Project
.125 The goal of this FASB project is to create a single, authoritative codification of U.S. GAAP. The codification will integrate and topically organize
all relevant accounting guidance issued by the U.S. standard setters (FASB,
AICPA, EITF, and SEC). The codification will have a three-layered structure: topic, subtopic, and section. The FASB has structured the topics into
three primary areas: overall presentation, transactional (or financial statement account), and industry. The overall presentation area addresses presentation of financial information, but does not address items such as recognition, measurement, or derecognition. The transactional or financial statement
account area addresses accounting recognition, measurement, or derecognition. The industry area includes guidance unique to the industry. A codification draft is expected in 2007 and will have an extended verification period to
ensure that it accurately reflects U.S. GAAP. Once the FASB addresses respondent comments, the codification will become the single authoritative source
of U.S. GAAP and will supersede all existing standards. Readers can track
progress of the Codification and Retrieval Project on the FASB Web site at
www.fasb.org/project/codification&retrieval_project.shtml.

GAAP Hierarchy
.126 This proposed statement would identify the sources of accounting
principles and the framework for selecting the principles to be used in the
preparation of financial statements of nongovernmental companies that are
presented in conformity with U.S. GAAP (or the GAAP hierarchy). The GAAP
hierarchy is currently presented in AICPA SAS No. 69. However, the FASB
believes that the GAAP hierarchy should be directed specifically to companies because it is the company, not the auditor that is responsible for selecting its accounting principles for financial statements. Accordingly, the FASB
concluded that the GAAP hierarchy should reside in the accounting literature
established by the FASB. The FASB decided to carry forward the GAAP hierarchy as set forth in SAS No. 69, subject to certain modifications. The FASB
staff will coordinate with the AICPA (as previously discussed in the "Auditing Pipeline—Nonissuers" section) to ensure that each of the documents has
a uniform effective date. Readers should be alert for the issuance of a final
statement.

Proposed FASB EITFs and FSPs
.127 Proposed FASB EITF Issues. Numerous open issues are under deliberation by the EITF. Readers should visit the FASB Web site at
www.fasb.org/eitf/agenda.shtml for complete information.
.128 Proposed FSPs. A number of proposed FSPs are currently in
progress. Readers should visit the FASB Web site at www.fasb.org/fasb_staff_
positions/ for complete information.
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Resource Central
.129 The following are various resources that practitioners engaged in the
investment companies industry may find beneficial.

Publications
.130 Practitioners may find the following publications useful with respect
to the investment companies industry:

r
r
r
r
r
r
r
r
r
r
r
r
r
r
r
r

Audit and Accounting Guide Investment Companies (2007) (product no. 012627kk)
Audit Guide Analytical Procedures (2007) (product no. 012557kk)
Audit Guide Assessing and Responding to Audit Risk in a Financial Statement Audit (2006) (product no. 012456kk)
Audit Guide Auditing Derivative Instruments, Hedging Activities,
and Investments in Securities (2007) (product no. 012527kk)
Audit Guide Auditing Revenue in Certain Industries (2007) (product no. 012517kk)
Audit Guide Audit Sampling (2007) (product no. 012537kk)
Audit Guide Service Organizations: Applying SAS No. 70, as
Amended (2007) (product no. 012777kk)
AICPA Audit Risk Alert—2007/08 (product no. 022338kk)
Audit Risk Alert Compilation and Review Alert—2007/08 (product no. 022308kk)
Audit Risk Alert Independence and Ethics Alert—2007/08 (product no. 022478kk)
Audit Risk Alert SEC and PCAOB Alert—2007/08 (product no.
022498kk)
Audit Risk Alert Understanding the New Auditing Standards Related to Risk Assessment (product no. 022526kk)
Audit Risk Alert Understanding SAS No. 112 and Evaluating Control Deficiencies (product no. 022536kk)
Checklist Supplement and Illustrative Financial Statements for
Investment Companies (product no. 008948kk)
Audit and Accounting Manual (2007) (product no. 005137kk)
Accounting Trends & Techniques, 61st Edition (product no.
009899kk)

AICPA reSOURCE: Accounting and Auditing Literature
.131 The AICPA has created your core accounting and auditing library
online. AICPA reSOURCE is now customizable to suit your preferences or your
firm's needs. Or, if you prefer to have access to the entire library, that is available too. Get access—anytime, anywhere—to the AICPA's latest Professional
Standards, TPAs, audit and accounting guides (more than 20), audit risk alerts
(more than 15), and Accounting Trends & Techniques. To subscribe to this essential online service for accounting professionals, go to www.cpa2biz.com.
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Continuing Professional Education
.132 The AICPA offers a number of continuing professional education
(CPE) courses that are valuable to CPAs working in public practice and industry, including the following:

r
r

AICPA's Annual Accounting and Auditing Update Workshop (2007
edition) (product no. 736183kk [text] or 187191 [DVD]). Whether
you are in industry or public practice, this course keeps you current and informed and shows you how to apply the most recent
standards.
SEC Reporting (product no. 736774kk [text] or 186755 [DVD]).
Confidently comply with the latest SEC reporting requirements
with this comprehensive course. It clarifies new, difficult, and important reporting and disclosure requirements while giving you
examples and tips for ensuring compliance.

.133 Visit www.cpa2biz.com for a complete list of CPE courses.

Online CPE
.134 AICPA CPExpress (formerly AICPA InfoBytes), offered exclusively
through CPA2Biz.com, is AICPA's flagship online learning product. AICPA CPExpress now offers a free trial subscription to the entire product for up to 30
days. AICPA members pay $149 for a new subscription and $119 for the annual
renewal. Nonmembers pay $369 for each. Divided into 1- and 2-credit courses
that are available 24 hours a day, 7 days a week, AICPA CPExpress offers hundreds of hours of learning in a wide variety of topics. To register or learn more,
visit www.cpa2biz.com.

Webcasts
.135 Stay plugged in to what is happening and earn CPE credit right
from your desktop. AICPA Webcasts are high-quality, two-hour CPE programs
that bring you the latest topics from the profession's leading experts. Broadcast
live, they allow you to interact with the presenters and join in the discussion.
If you cannot make the live event, each Webcast is archived and available on
CD-ROM.

CFO Quarterly Roundtable Series
.136 The CFO Quarterly Roundtable Webcast Series, brought to you each
calendar quarter, covers a broad array of "hot topics" that successful organizations employ and subjects that are important to the CFO's personal success.
From financial reporting and budgeting and forecasting to asset management
and operations, the roundtable helps CFOs, treasurers, controllers, and other
financial executives excel in their demanding roles.

SEC Quarterly Update Series
.137 The SEC Quarterly Update Webcast Series, brought to you each calendar quarter, showcases the profession's leading experts on what is "hot" at
the SEC. From corporate accounting reform legislation and new regulatory initiatives to accounting and reporting requirements and corporate finance activities, these hard-hitting sessions will keep you "plugged in" to what is important.
A must for preparers in public companies and practitioners who have public
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company clients, this is the place to be when it comes to knowing about the
areas of current interest at the SEC.

Member Service Center
.138 To order AICPA products, receive information about AICPA activities,
and find help on your membership questions, call the AICPA Service Operations
Center at (888) 777-7077.

Hotlines
Accounting and Auditing Technical Hotline
.139 Do you have a complex technical question about GAAP, other comprehensive bases of accounting, or other technical matters? If so, use the AICPA's
Accounting and Auditing Technical Hotline. AICPA staff will research your
question and call you back with the answer. You can reach the Technical Hotline at (888) 777-7077.

Ethics Hotline
.140 In addition to the Technical Hotline, the AICPA also offers an Ethics
Hotline. Members of the AICPA's Professional Ethics Team answer inquiries
concerning independence and other behavioral issues related to the application
of the AICPA Code of Professional Conduct. You can reach the Ethics Hotline
at (888) 777-7077.

Industry Conference
.141 The AICPA sponsors the National Conference on the Securities Industry annually in the winter. The National Conference on the Securities Industry
is a two-day conference designed to update attendees on recent developments
related to the securities industry. Co-sponsored by the AICPA and the Financial
Management Division of the Securities Industry & Financial Markets Association, it's the most comprehensive update in accounting, tax and regulatory
matters delivered by key individuals and regulators of the SEC, NYSE, NASD,
and FASB. This conference is an ideal opportunity to engage in questions and
answers with leading industry experts, and offers a powerful way to network
with peers, speakers and officials from government agencies. For further information about the conference, call (888) 777-7077 or visit www.cpa2biz.com.

AICPA CAQ
.142 The CAQ (formerly the Center for Public Company Audit Firms) was
created to serve investors, public company auditors and the markets. The CAQ's
mission is to foster confidence in the audit process and to aid investors and the
capital markets by advancing constructive suggestions for change rooted in the
profession's core values of integrity, objectivity, honesty, and trust.
.143 To accomplish this mission, the CAQ works to make public company
audits even more reliable and relevant for investors in a time of growing financial complexity and market globalization. The CAQ also undertakes research,
offers recommendations to enhance investor confidence and the vitality of the
capital markets, issues technical support for public company auditing professionals, and helps facilitate the public discussion about modernizing business
reporting. The CAQ is a voluntary membership center that supports member
firms that audit or are interested in auditing public companies with education,
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communication, representation, and other means. To learn more about the CAQ,
visit http://thecaq.aicpa.org.

AICPA Industry Expert Panel—Investment Companies
.144 For information about the activities of the Investment Companies Industry Expert Panel, visit the AICPA Web site at www.aicpa.org/Professional+
Resources/Accounting+and+Auditing/Accounting+Standards/expertpanel_
investco.htm.

Industry Web Sites
.145 The Internet covers a vast amount of information that may be valuable to auditors of investment companies, including current industry trends
and developments. Some of the more relevant sites for auditors with investment company clients include those shown in the following table:

Organization

Web Site

Securities and Exchange
Commission

www.sec.gov/divisions/investment

Financial Accounting Standards
Board

www.fasb.org/

The Financial Industry Regulatory
Authority

www.finra.org/index

Investment Company Institute

www.ici.org

Commodity Futures Trading
Commission

www.cftc.org

Mutual Fund Director's Forum

www.mfdf.com

Independent Director's Council

www.idc1.org

.146 The investment company practices of some of the larger CPA firms
may also contain industry-specific auditing and accounting information that is
helpful to auditors.
****
.147 This Audit Risk Alert replaces Investment Companies Industry
Developments—2006/07.
.148 The Audit Risk Alert Investment Companies Industry Developments
is published annually. As you encounter audit or industry issues that you believe
warrant discussion in next year's audit risk alert, please feel free to share them
with us. Any other comments that you have about the audit risk alert would
also be appreciated. You may e-mail these comments to KBiser@aicpa.org or
write to:
Kenneth R. Biser, CPA, MBA
AICPA
220 Leigh Farm Road
Durham, NC 27707-8110
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Appendix—Additional Web Resources
Here are some useful Web sites that may provide valuable information to accountants.

Web Site Name

Content

Web Site

American Institute
of CPAs (AICPA)

Summaries of recent
auditing and other
professional standards as
well as other AICPA
activities

www.aicpa.org
www.cpa2biz.com

AICPA Accounting
Standards
Executive
Committee
(AcSEC)

Issues SOPs, guides,
practice bulletins
containing financial,
accounting, and reporting
recommendations, among
other things

www.aicpa.org/
Professional+
Resources/Accounting+
and+Auditing/
Accounting+Standards

AICPA Accounting
and Review
Services
Committee (ARSC)

Develops and issues
review and compilation
standards and
interpretations

www.aicpa.org/
Professional+Resources/
Accounting+and+
Auditing/Audit+and+
Attest+Standards/
Accounting+and+
Review+Services+
Committee

AICPA
Professional Issues
Task Force (PITF)

Accumulates and
considers practice issues
that appear to present
concerns for practitioners
and for disseminating
information or guidance,
as appropriate, in the
form of practice alerts

www.aicpa.org/
Professional+Resources/
Accounting+and+
Auditing/Audit+and+
Attest+Standards/
Professional+Issues+
Task+Force

Economy.com

Source for analysis, data,
forecasts, and information
on the United States and
world economies

www.economy.com

The Federal
Reserve Board

Key interest rates

www.federalreserve.gov

Financial
Accounting
Standards Board
(FASB)

Summaries of recent
accounting
pronouncements and
other FASB activities

www.fasb.org

USA.gov

Portal through which all
government agencies can
be accessed

www.usa.gov
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Web Site Name

Content

Web Site

Government
Accountability
Office (GAO)

Policy and guidance
materials, reports on
federal agency major rules

www.gao.gov

Governmental
Accounting
Standards Board
(GASB)

Summaries of recent
accounting
pronouncements and
other GASB activities

www.gasb.org

International
Accounting
Standards Board
(IASB)

Summaries of
International Financial
Reporting Standards and
International Accounting
Standards

www.iasb.org

International
Federation of
Accountants
(IFAC)

Information on
standards-setting
activities in the
international arena

www.ifac.org

Public Company
Accounting
Oversight Board
(PCAOB)

Information on accounting
and auditing the activities
of the PCAOB and other
matters

www.pcaob.org

Securities and
Exchange
Commission (SEC)

Information on current
SEC rulemaking and the
EDGAR database

www.sec.gov
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